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FOREWORD 


As  Secretary  of  the  Treasurv  and  Chairman 
of  the  Cabinet  Committee  on  the  Balance  of 
Payments,  I  cun  releasina  for  public  information 
a  U.  S.  Treasurv  Department  Report  entitled 
"MAINTAINING  THE  STRENGTH  OF  THE  UNITED  STATES 
DOLLAR  IN  A  STRONG  FREE  V70RLD  ECONOMY." 

This  document  describes  in  detail  the 
background  and  reasons  for  the  Action  Proaram 
announced  by  President  Johnson  in  his  "Messaae 
to  the  Nation"  on  the  balance  of  payments  of 
January  1,  1968.   It  describes  what  v;e  have  done 
to  date  and  what  v;e  propose  to  do,  both  over  the 
short  and  lona  term ,  to  bring  our  balance  of 
payments  ifvto"^equilibrium  and  keep  it  there- -as, 
in  the  words  of  the  President,  'a  national  and 
international  resDonsibilitv  of  the  hiahest 
priority. " 

What  we  do  must  be  compatible  with  the 
strength  and  stability  of  the  U.S.  economv 
because,  in  the  final  analysis,  that  is  the 
strength  of  the  dollar. 

V7hat  we  do  in  this  American  program  is 
related  to  our  international  responsibilities 
because  v/ithout  a  strona  dollar,  a  healthy, 
stable  international  monetary  system  is  not 
possible . 

Moreover,  this  Ajnerican  program  must,  as 
a  counterpart,  involve  cooperative  actions  bv 
and  with  other  nations.   Without  that  cooper- 
ation, it  is  not  possible  to  achieve  U.S.  pa^'- 
ments  eguilibrium  in  a  manner  conducive  in  the 
long  term  to  an  increased  flov;  of  trade  and 
capital  and  to  viable  and  sturdv  arrangements 
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for  the  securitv  and  development  of  the  free 
world.   Achievement  of  balance  compatible  with 
these  objectives  will  call  for  adjustments  bv 
America's  trading  partners  and  allies  as  well 
as  by  the  United  States. 

To  secure  the  accentance  and  execution  of 
this  program  will  reguire  the  understanding, 
support  and  participation  of  the  entire  Execu- 
tive Branch,  the  Conaross  and  the  American 
people--business ,  labor,  financial  and  farm 
groups  alike~-and  also  the  governments  and 
peoples  of  other  nations  with  whom  this  countrv 
is  cooperating  in  mvriad  trading,  financial, 
securitv  and  developmental  relationships. 

As  our  movement  toward  pavm.ents  balance 
curbs  the  flow  of  dollars  into  international 
reserves,  the  member  countries  of  the  Inter- 
national Monetary  Fund,  includina  the  United 
States,  should  speed  up  plans  for  the  creation 
of  new  reserves--Special  Drav;ina  Piahts  in  the 
Fund--pursuant  to  the  plan  approved  at  Rio  de  Janeiro 
in  Septemiier  1967. 

It  is  the  purpose  of  this  Report  to  give 
some  measure  of  vital  understanding  of  the 
Action  Program  and  its  importance  at  this  point 
of  time  to  the  people  of  the  United  States  and 
peoples  evervwhere.   Given  understandina,  support 

of  and  participation in^  its  achievement  are  sure 

to  follow. 


Henry    H.     Ftowler 
Secretarv   of   the   Treasurv 
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BALANCE  OF  PAYMENTS 
Statement  by  the  President  Outlining  a  Program  of  Action. 

January  1,  1968 

WHERE  WE  STAND  TODAY 

I  want  to  discuss  with  the  American  people  a 

subject  of  vital  concern  to  the  economic  health  and 

well-being  of  this  nation  and  the  free  world. 

It  is  our  international  balance  of  payments 

position. 

The  strength  of  our  dollar  depends  on  the  strength 

of  that  position. 

The  soundness  of  the  free  world  monetary  systen, 

which  rests  largely  on  the  dollar,  also  depends  on  the 

strength  of  that  position. 

To  the  average  citizen,  the  balance  of  payments, 

and  the  strength  of  the  dollar  and  of  the  international 

monetary  system,  are  meaningless  phrases.   They  seem  to 

have  little  relevance  Co  our  daily  lives.   Yet  their 

consequences  touch  us  all  --  consumer  and  captain  of 

industry,  worker,  farmer,  and  financier. 

More  than  ever  before,  the  economy  of  each  nation 

is  today  deeply  intertwined  with  that  of  every  other.   A 

vast  network  of  world  trade  and  financial  transactions 

ties  us  all  together.   The  prosperity  of  every  economy 

rests  on  that  of  every  other. 
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More  than  ever  before,  this  is  one  world  --  in 
economic  affairs  as  in  every  other  way. 

Your  job,  the  prosperity  of  your  farm  or  business, 
depends  directly  or  indirectly  on  what  happens  in  Europe, 
Asia,  Latin  America,  or  Africa. 

The  health  of  the  international  economic  system 
rests  on  a  sound  international  money  in  the  same  way 
as  the  health  of  our  domestic  economy  rests  on  a  sound 
domestic  money.   Today,  our  domestic  money  --  the  U.S. 
dollar  --  is  also  the  money  most  used  in  international 
transactions.   That  money  can  be  sound  at  home  --  as  it 
surely  is  --  yet  can  be  in  trouble  abroad  --  as  it  now 
threatens  to  become. 

In  the  final  analysis  its  strength  abroad  depends 
on  our  earning  abroad  about  as  many  dollars  as  we  send 
abroad. 

U.S.  dollars  flow  from  these  shores  for  many 
reasons  --to  pay  for  imports  and  travel,  to  finance 
loans  and  investments,  and  to  maintain  our  lines  of 
defense  around  the  world. 

When  that  outflow  is  greater  than  our  earnings  and 
credits  from  foreign  nations,  a  deficit  results  in  our 
international  accounts. 
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For  17  of  the  last  18  years  we  have  had  such 
deficits.   For  a  time  those  deficits  were  needed  to 
help  the  world  recover  from  the  ravages  of  World  War  II. 
They  could  be  tolerated  by  the  United  States  and  wel- 
comed by  the  rest  of  the  world.   They  distributed  more 
equitably  the  world's  monetary  gold  reserves  and  sup- 
plemented them  with  dollars. 

Once  recovery  was  assured,  however,  large  deficits 
v/ere  no  longer  needed  and  indeed  began  to  threaten  the 
strength  of  the  dollar.   Since  1961  your  Government  has 
worked  to  reduce  that  deficit. 

By  the  middle  of  the  decade,  we  could  see  signs  of 
success.   Our  annual  deficit  had  been  reduced  two-thirds  -- 
from  $3.9  billion  in  1960  to  $1.3  billion  in  1965. 

In  1966,  because  of  our  increased  responsibility  to 
arm  and  supply  our  men  in  Southeast  Asia,  progress  was 
interrupted,  with  the  deficit  remaining  at  the  same   level 
as  1965  --  about  $1.3  billion. 

In  1967,  progress  was  reversed  for  a  number  of  reasons 

--  Our  costs  for  Vietnam  increased  further. 

--  Private  loans  and  investments  abroad  increased. 

--  Our  trade  surplus,  although  larger  than  1966,  did 
not  rise  as  much  as  we  had  expected. 

--  Americans  spent  more  on  travel  abroad. 
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Added  to  these  factors  was  the  uncertainty  and 
unrest  surrounding  the  devaluation  of  the  British  pound. 
This  event  strained  the  international  monetary  system. 
It  sharply  increased  our  balance  of  payments  deficit  and 
our  gold  sales  in  the  last  quarter  of  1967. 

THE  PROBLEM 

Preliminary  reports  indicated  that  these  conditions 
may  result  in  a  1967  balance  of  payments  deficit  in  the 
area  of  $3.5  to  $4  billion  --  the  highest  since  1960. 
Although  some  factors  affecting  our  deficit  will  be  more 
favorable  in  1968,  my  advisors  and  I  are  convinced  that 
we  must  act  to  bring  about  a  decisive  improvement. 

We  cannot  tolerate  a  deficit  that  could  threaten  the 
stability  of  the  international  monetary  system  --of  which 
the  U.S.  dollar  is  the  bulwark. 

We  cannot  tolerate  a  deficit  that  could  endanger  the 
strength  of  the  entire  free  world  economy,  and  thereby 
threaten  our  unprecedented  prosperity  at  home. 

A  TIME  FOR  ACTION 

The  time  has  now  come  for  decisive  action  designed  to 
bring  our  balance  of  payments  to  --  or  close  to  --  equili- 
brium in  the  year  ahead. 

The  need  for  action  is  a  national  and  international 
responsibility  of  the  highest  priority. 
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I  am  proposing  a  program  which  will  meet  this 
critical  need,  and  at  the  same  time  satisfy  four 
essential  conditions: 

--  Sustain  the  growth,  strength,  and  prosperity  of 
our  own  economy. 

--  Allow  us  to  continue  to  meet  our  international 
responsibilities  in  defense  of  freedom,  in 
promoting  world  trade,  and  in  encouraging 
economic  growth  in  the  developing  countries. 

--  Engage  the  cooperation  of  other  free  nations, 
whose  stake  in  a  sound  international  monetary 
system  is  no  less  compelling  than  our  own. 

--  Recognize  the  special  obligation  of  those 
nations  with  balance  of  payments  surpluses 
to  bring  their  payments  into  equilibrium. 

THE  FIRST  ORDER  OF  BUSINESS 
The  first  line  of  defense  of  the  dollar  is  the 
strength  of  the  American  economy. 

No  business  before  the  returning  Congress  will  be 
more  urgent  than  this:   To  enact  the  anti-inflation  tax 
which  I  have  sought  for  almost  a  year.   Coupled  with  our 
expenditure  controls  and  appropriate  monetary  policy, 
this  will  help  to  stem  the  inflationary  pressures  which 
now  threaten  our  economic  prosperity  and  our  trade  sur- 
plus . 
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No  challenge  before  business  and  labor  is  more 
urgent  than  this:   To  exercise  the  utmost  responsibility 
in  their  wage-price  decisions,  which  affect  so  directly 
our  competitive  position  at  home  and  in  world  markets. 

I  have  directed  the  Secretaries  of  Commerce  and 


Labor,  and  the  Chairman  of  the  Council  of 

Economic 

Advisers  to  work  with  leaders  of  business 

and  labor  to 

make  more  effective  our  voluntary  program 

of  wage-price 

restraint. 


I  have 

also 

instructed 

the  Secretaries 

of 

Commerce 

and 

Labor  tc 

>  work  with 

unions  and 

companies 

to 

prevent 

our 

exports 

from 

being 

reduced  or 

our  imports 

increased 

by  crippling  work  stoppages  in  the  year  ahead. 

A  sure  way  to  instill  confidence  in  our  dollar  -- 
both  here  and  abroad  --  is  through  these  actions. 

THE  NEW  PROGRAM 

But  we  must  go  beyond  this,  and  take  additional 
action  to  deal  with  the  balance  of  payments  deficit. 

Some  of  the  elements  in  the  program  I  propose  will 
have  a  temporary  but  immediate  effect.   Others  will  be 
of  longer  range. 

All  are  necessary  to  assure  confidence  in  the 
American  dollar. 
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TEMPORARY  MEASURES 
1 .   Direct  Investment 

Over  the  past  three  years,  American  business  has 
cooperated  with  the  government  in  a  voluntary  program 
to  moderate  the  flow  of  U.S.  dollars  into  foreign  in- 
vestments. Business  leaders  who  have  participated  so 
wholeheartedly  deserve  the  appreciation  of  their  country. 

But  the  savings  now  required  in  foreign  investment 
outlays  are  clearly  beyond  the  reach  of  any  voluntary 
program.   This  is  the  unanimous  view  of  all  my  economic 
and  financial  advisers  and  the  Chairman  of  the  Federal 
Reserve  Board. 

To  reduce  our  balance  of  payments  deficit  by  at 
least  $1  billion  in  1968  from  the  estimated  1967  level, 
I  am  invoking  my  authority  under  the  Banking  Laws  to 
establish  a  mandatory  program  that  will  restrain  direct 
investment  abroad. 

This  program  will  be  effective  immediately.   It 
will  insure  success  and  guarantee  fairness  among  American 
business  firms  with  overseas  investments. 

The  program  will  be  administered  by  the  Department 
of  Commerce,  and  will  operate  as  follows: 

--  As  in  the  voluntary  program,  overall  and 
individual  company  targets  will  be  set. 
Authorizations  to  exceed  these  targets  will 
be  issued  only  in  exceptional  circumstances. 


--  New  direct  investment  outflows  to  countries 
in  continental  Western  Europe  and  other 
developed  nations  not  heavily  dependent  on 
our  capital  will  be  stopped  in  1968.   Problems 
arising  from  work  already  in  process  or  com- 
mitments under  binding  contracts  will  receive 
special  consideration. 
--  New  net  investments  in  other  developed  countries 

will  be  limited  to  6S%    of  the  1965-66  average. 
--  New  net  investments  in  the  developing  countries 
will  be  limited  to  1101  of  the  1965-66  average. 
This  program  also  requires  businesses  to  continue 
to  bring  back  foreign  earnings  to  the  United  States  in 
line  with  their  own  1964-66  practices. 

In  addition,  I  have  directed  the  Secretary  of  the 
Treasury  to  explore  with  the  Chairmen  of  the  House  Ways 
and  Means  Committee  and  Senate  Finance  Committee  legisla- 
tive proposals  to  induce  or  encourage  the  repatriation 
of  accumulated  earnings  by  U.S. -owned  foreign  businesses. 
2 .   Lending  by  Financial  Institutions 
To  reduce  the  balance  of  payments  deficit  by  at 
least  another  $500  million,  I  have  requested  and  author- 
ized the  Federal  Reserve  Board  to  tighten  its  program 
restraining  foreign  lending  by  banks  and  other  financial 
institutions . 
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Chairman  Martin  has  assured  me  that  this  reduction 
can  be  achieved: 

--  IVitkout  harming  the  financing  of  our  exports; 

--  Primarily  out  of  credits  to  developed  countries 
without  jeopardizing  the  availability  of  funds 
to  the  rest  of  the  world. 

Chairman  Martin  believes  that  this  objective  can 
be  met  through  continued  cooperation  by  the  financial 
community.   At  the  request  of  the  Chairman,  however,  I 
have  given  the  Federal  Reserve  Board  standby  authority 
to  invoke  mandatory  controls,  should  such  controls  be- 
come desirable  or  necessary. 

3.   Travel  Abroad 

Our  travel  deficit  this  year  will  exceed  $2  billion 
To  reduce  this  deficit  by  $500  million: 

-  -  I  am  asking  the  American  people  to  defer  for  the 

next  two  years  all  nonessential  travel  outside 
the  Western  Hemisphere. 

-  -  I  am  asking  the  Secretary  of  the  Treasury  to 

explore  with  the  appropriate  congressional 
committees  legislation  to  help  achieve  this 
objective . 
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4 .   Government  Expenditures  Overseas 

We  cannot  forego  our  essential  commitments  abroad, 
on  which  America's  security  and  survival  depend. 

Nevertheless,  we  must  take  every  step  to  reduce 
their  impact  on  our  balance  of  payments  without  endangering 
our  security. 

Recently,  we  have  reached  important  agreements 
with  some  of  our  NATO  partners  to  lessen  the  balance  of 
payments  cost  of  deploying  American  forces  on  the 
Continent  --  troops  necessarily  stationed  there  for  the 
common  defense  of  all. 

Over  the  past  three  years,  a  stringent  program  has 
saved  billions  of  dollars  in  foreign  exchange. 

I  am  convinced  that  much  more  can  be  done.   I  be- 
lieve we  should  set  as  our  target  avoiding  a  drain  of 
another  $500  million  on  our  balance  of  payments. 

To  this  end,  I  am  taking  three  steps. 

First,  I  have  directed  the  Secretary  of  State  to 
initiate  prompt  negotiations  with  our  NATO  allies  to 
minimize  the  foreign  exchange  costs  of  keeping  our  troops 
in  Europe.   Our  allies  can  help  in  a  number  of  ways, 
including : 

--  The  purchase  in  the  U.S.  of  more  of  their 
defense  needs. 
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--  Investments  in  long-term  United  States 
securities . 

I  have  also  directed  the  Secretaries  of  State, 
Treasury  and  Defense  to  find  similar  ways  of  dealing 
with  this  problem  in  other  parts  of  the  world. 

Second.  I  have  instructed  the  Director  of  the 
Budget  to  find  ways  of  reducing  the  number  of 
American  civilians  working  overseas. 

Third,  I  have  instructed  the  Secretary  of  Defense 
to  find  ways  to  reduce  further  the  foreign  exchange 
impact  of  personal  spending  by  U.S.  forces  and  their 
dependents  in  Europe. 

LONG-TERM  iMEASURES 

5 .   Export  Increases 

American  exports  provide  an  important  source  of 
earnings  for  our  businessmen  and  jobs  for  our  workers. 

They  are  the  cornerstone  of  our  balance  of  payments 
position. 

Last  year  we  sold  abroad  $30  billion  worth  of 
American  goods. 

What  we  now  need  is  a  long-range  systematic  program 
to  stimulate  the  flow  of  the  products  of  our  factories 
and  farms  into  overseas  markets. 

237-837  O  -  68  -  2 
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We  must  begin  now. 

Some  of  the  steps  require  legislation: 

I  shall  ask  the  Congress  to  support  an  intensified 
five  year,  $200  million  Commerce  Department  program 
to  promote  the  sale  of  American  goods  overseas. 

I  shall  also  ask  the  Congress  to  earmark  $500 
million  of  the  Export-Import  Bank  authorization  to: 

--  Provide  better  export  insurance. 

--  Expand  guarantees  for  export  financing. 

-  -  Broaden  the  scope  of  Government  financing 
of  our  exports. 

Other  measures  require  no  legislation. 

I  have  today  directed  the  Secretary  of  Commerce 
to  begin  a  Joint  Export  Association  program.   Through 
these  Associations,  we  will  provide  direct  financial 
support  to  American  corporations  joining  together 
to  sell  abroad. 

And  finally,  the  Export- Import  Bank  --  through 
a  more  liberal  rediscount  system  --  will  encourage 
banks  across  the  Nation  to  help  firms  increase  their 
exports . 

6 .   Nontariff  Barriers 

In  the  Kennedy  Round,  we  climaxed  three  decades 
of  intensive  effort  to  achieve  the  greatest  reduction 


-  XV  - 

in  tariff  barriers  in  all  the  history  of  trade  negotia- 
tions.  Trade  liberalization  remains  the  basic  policy 
of  the  United  States. 

We  must  now  look  beyond  the  great  success  of  the 
Kennedy  Round  to  the  problems  of  nontariff  barriers 
that  pose  a  continued  threat  to  the  growth  of  world 
trade  and  to  our  competitive  position. 

American  commerce  is  at  a  disadvantage  because 
of  the  tax  systems  of  some  of  our  trading  partners. 
Some  nations  give  across-the-board  tax  rebates  on 
exports  which  leave  their  ports  and  impose  special 
border  tax  charges  on  our  goods  entering  their  country. 

International  rules  govern  these  special  taxes 
under  the  General  Agreement  on  Tariffs  and  Trade. 
These  rules  must  be  adjusted  to  expand  international 
trade  further. 

In  keeping  with  the  principles  of  cooperation 
and  consultation  on  common  problems,  I  have  initiated 
discussions  at  a  high  level  with  our  friends  abroad 
on  these  critical  matters  --  particularly  those 
nations  with  balance  of  payments  surpluses. 

These  discussions  will  examine  proposals  for 
prompt  cooperative  action  among  all  parties  to  minimize 
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the  disadvantages  to  our  trade  which  arise  from 
differences  among  national  tax  systems. 

We  are  also  preparing  legislative  measures  in 
this  area  whose  scope  and  nature  will  depend  upon 
the  outcome  of  these  consultations. 

Through  these  means  we  are  determined  to  achieve 
a  substantial  improvement  in  our  trade  surplus  over 
the  coming  years.   In  the  year  immediately  ahead, 
we  expect  to  realize  an  improvement  of  $500  million. 

7 .   Foreign  Investment  and  Travel  in  the 
United  States 

We  can  encourage  the  flow  of  foreign  funds  to 
our  shores  in  two  other  ways: 

--   First,  by  an  intensified  program  to  attract 
greater  foreign  investment  in  U.  S.  corporate 
securities,  carrying  out  the  principles  of 
the  Foreign  Investors  Tax  Act  of  1966 . 
Second,  by  a  program  to  attract  more  visitors 
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MEETING  THE  WORLD'S  RESERVE  NEEDS 

Our  movement  toward  balance  will  curb  the  flow 
of  dollars  into  international  reserves.   It  will 
therefore  be  vital  to  speed  up  plans  for  the  creation 
of  new  reserves  --  the  Special  Drawing  Rights  --in 
the  International  Monetary  Fund.   These  new  reserves 
will  be  a  welcome  companion  to  gold  and  dollars,  and 
will  strengthen  the  gold  exchange  standard.   The 
dollar  will  remain  convertible  into  gold  at  $35  an 
ounce,  and  our  full  gold  stock  will  back  that  commitment 

A  TIME  FOR  RESPONSIBILITY 

The  program  I  have  outlined  is  a  program  of  action. 

It  is  a  program  which  will  preserve  confidence 
in  the  dollar,  both  at  home  and  abroad. 

The  U.  S.  dollar  has  wrought  the  greatest 
economic  miracles  of  modern  times. 

It  stimulated  the  resurgence  of  a  war-ruined 
Europe. 

It  has  helped  to  bring  new  strength  and  life  to 
the  developing  world. 

It  has  underwritten  unprecedented  prosperity 
for  the  American  people,  who  are  now  in  the  83d  month 
of  sustained  economic  growth. 
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A  strong  dollar  protects  and  preserves  the  prosperity 
of  businessman  and  banker,  worker  and  farmer  --  here 
and  overseas. 

The  action  program  I  have  outlined  in  this  message 
will  keep  the  dollar  strong.   It  will  fulfill  our 
responsibilities  to  the  American  people  and  to  the 
free  world. 

I  appeal  to  all  of  our  citizens  to  join  me  in  this 
very  necessary  and  laudable  effort  to  preserve  our 
country's  financial  strength. 

#  #  #  #  # 
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The  United  States  must,  can  and  will  correct 
its  balance  of  payments  problem.   The  action  program 
announced  by  President  Johnson  on  January  1st  is  a 
national  and  international  responsibility  of  the 
highest  priority.   Our  task  now  is  to  assure  the 
success  of  that  program. 

This  paper  explains  the  importance  of  correcting 
our  balance  of  payments  problem  and  explains  why  a 
new  program  to  achieve  it  has  become  necessary.   Be- 
yond that,  it  describes  the  kinds  of  adjustments  that 
must  now  occur--in  the  United  States  and  in  other 
countries — if  the  nev;  program  is  both  to  restore 
balance  of  payments  equilibrium  and  to  promote  con- 
tinued prosperity  and  economic  growth  in  the  United 
States  and  throughout  the  Free  World. 

The  world  faces  the  need  to  restore  equilibrium 
in  international  transactions.   The  United  States 
must  cut  its  payments  deficit  now;  it  cannot  allow 
its  official   reserve  assets  to  run  down  without 
limit.   Moreover,  the  smooth  functioning  of  the 
present  international  monetary  system,  under  which 
unparalleled  prosperity  and  growth  have  been  attained, 
requires  that  large  and  persistent  surpluses  and 
deficits  be  eliminated,  and  in  particular  that  con- 
fidence in  the  main  reserve  currency--the  U.S.  dollar-- 
be  maintained. 

The  United  States  has  acted  decisively.   It  is 
in  the  interest  of  countries  which  have  enjoyed 
balance  of  payments  surpluses,  as  well  as  of  the 
rest  of  the  world,  that  they  too  act  to  facilitate 
the  needed  adjustments  and  hasten  the  day  when  un- 
desirable restrictions  can  be  removed.   They  must 
accept  reductions  in  their  surpluses.   This  involves 
policies  leading  to  higher  domestic  levels  of 
activity  within  the  framework  of  stable  prices. 
It  requires  receptivity  to  imports  from  developed 
and  less-developed  countries,  acceptance  of  an 
appropriate  share  of  the  burdens  of  mutual  defense 
and  of  economic  development  assistance,  and  greater 
encouragement  of  capital  outflow. 
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A  large  part  of  the  required  adjustment  can 
be  achieved  over  the  longer  term  without  disturbance 
to  the  patterns  of  economic  activity  by  which  men 
earn  their  living.   The  United  States  must  be  able 
to  finance  its  share  of  world  trade  and  investment 
and  defense  without  jeopardizina  its  international 
liquidity  position  and  hence  the  very  structure  of 
the  international  monetary  system.   Evirope  must  now 
arrange  to  play  a  larger  role  in  the  financing  of 
all  these  activities  and  devote  less  of  its  financial 
resources  to  the  accumulation  of  gold  and  foreign 
exchange  reserves . 

The  Balance  of  Payments  Problem. 

It  is  understandable  that  even  today  many  of 
our  citizens  are  not  fully  aware  of  the  urgent 
necessity  of  restoring  a  balance  in  our  international 
payments.   The  U.  S.  economy  is  stronq  and  pros- 
perous.  Foreign  transactions  of  the  United  States, 
while  very  large  in  terms  of  the  international  economv , 
are  small  relative  to  our  total  production,  consump- 
tion and  investment--relatively  smaller  than  for  almost 
any  other  country.   v;hy  should  the  United  States  or 
the  world  be  disturbed  about  a  balance  of  payments 
deficit  that  is  only  a  fraction  of  one  percent  of 
our  output  of  goods  and  services? 

Despite  the  magnitude  of  our  domestic  economy, 
the  foreign  transactions  of  the  United  States  are 
important  to  our  economic  well-being  and  indispens- 
able to  the  free  world.   Imports  of  foodstuffs,  raw 
materials  and  finished  goods  are  essential  for  our 
production  and  our  high  standard  of  livina.   The 
overseas  expenditures  of  the  U.  S.  Government  for 
foreign  aid  and  defense  are  vital  to  our  objectives 
of  world  peace  and  security.   U.S.  private  foreign 
investment  is  profitable  to  our  banking  and  business 
institutions  and  important  for  economic  arowth  and 
development  in  many  other  countries .   And  travel 
enhances  international  understanding. 

The  cost  of  imports,  travel  abroad,  security 
and  aid  expenditures  overseas ,  and  foreign  invest- 
ment must  be  paid  for  by  exports  of  goods  and 
services,  the  earnings  of  our  foreian  loans  and 
investm^ents ,  travel  and  investment  by  foreigners 
in  the  United  States  and  other  foreign  excliange 
receipts . 
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In  1966  our  total  international  payments, 
in  so  far  as  they  can  be  measured,  amounted  to 
$49  billion  while  our  foreign  receipts  were 
nearly  $48  billion.   The  resulting  deficit  in 
our  balance  of  payments  amounted  to  $1.36  billion. 
This  increasea  to  about  $3.5  to  $4  billion  last 
year,. 

When  our  total  foreign  payments  are  more 
than  our  foreign  receipts,  some  or  all  of  the 
excess  dollars  received  by  foreigners  are  sold 
to  their  central  banks,  which  can  use  them  in 
a  variety  of  ways--including  holding  them  as 
reserves  or  buying  gold  from  the  United  States. 
The  result  tends  to  be  a  deterioration  in  the 
liquidity  position  of  the  United  States,  as  the 
ratio  of  its  reserve  assets  (e.g.,  gold)  declines 
relative  to  its  liquid  liabilities  (e.g.,  dollars 
held  by  foreigners) . 

The  United  States  is  the  major  international 
banking  center  holding  large  deposits  both  for 
monetary  authorities  and  for  private  banks,  cor- 
porations and  individuals.   The  dollar  functions 
as  the  principal  international  currency.   Its 
liquidity  position  must  remain  strong,  like  that 
of  any  bank,  to  retain  the  confidence  of  its 
depositors. 

The  U.  S.  deficit  was  welcome  when  it  first 
developed  in  the  early  postwar  years.   Then,  as 
now,  the  deficit  consisted  of  capital  outflows — 
both  public  and  private--that  exceeded  the  U.  S. 
surplus  on  goods  and  services.   It  supplied  reserves 
to  foreign  countries — principally  European--which 
had  drawn  them  dovm  to  finance  the  war  and  postwar 
reconstruction.   More  basically,  the  U.  S.  capital 
flow  to  Europe  contributed  to  the  European 
economic  miracle  and  the  smooth  transition  to 
European  economic  unity. 

In  the  late  1950*5,  however,  U.  S.  deficits 
began  to  become  a  source  for  concern.   Not  only 
did  the  size  of  the  deficits  rise,  bfut  they  were 
financed  more  by  sales  of  gold  and  less  by  foreign 
accumulation  of  dollars  than  in  prior  years.   Al- 
though some  foreign  central  banks  had  what  they 
considered  to  be  adequate  supolies  of  dollars  in 
their  reserves,  many  countries  had  small  reserves 
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and  were  still  eager  to  add  to  their  dollar 
reserves.   There  was  still  no  high  urgency  about 
restoring  balance  to  our  international  accounts. 
Nevertheless,  President  Eisenhower  instructed 
the  Department  of  Defense  and  other  Government 
agencies  to  economize  on  their  foreign  exchange 
expenditures.   With  three  years  of  large  deficits 
culminating  in  a  speculative  outbreak  in  the  London 
gold  market  in  October  1960,  new  measures  were 
called  for.   Presiaent  Kennedy  proposed  measures  to 
increase  exports  and  other  receipts,  intensified 
efforts  to  cut  government  balance  of  payments  costs, 
and  later  introduced  the  Interest  Equalization  Tax 
to  hold  down  U.  S.  purchases  of  foreign  securities. 
A  sharp  rise  in  U.  S.  capital  outflows  in  1964 
made  it  necessary  for  President  Johnson  to  intro- 
duce a  voluntary  program  for  holding  down  direct 
investment  and  bank  loans  abroad. 

The  rationale  behind  these  measures  was  as  follows: 

--  First,  while  the  rising  outflow  of  U.  S. 
capital  was  moderatea,  U.  S.  international 
balance  would  be  restored  by  the  growth  of 
the  U.  S.  surplus  on  non-capital  trans- 
actions . 

—  Second,  modestly  restraining  the  increase 
in  U.  S.  foreign  investments,  particularly 
tliose  in  Western  Europe,  would  have  only  a 
small  effect  on  world  economic  growth  in 
sharp  contrast  to  other  alternatives  and 
would  yield  satisfactory  balance  of  pay- 
ments results  over  time. 

From  1958-60  to  1965,  we  made  good  progress  in 

reducing  our  payments  deficit  because  of  the  growth 
of  our  exports  of  goods  and  services  relative  to  our 
imports,  because  of  the  rise  in  earnings  from  our 
foreign  investments,  and   because  of  the  reduction 
in  capital  outflow  in  1965. 

In  1965  and  1966,  we  reduced  our  liquidity 
deficit  by  almost  two-thirds  from  the  average  deficits 
of  1958-60  and  one-half  from  the  average  of  1961-64. 
As  this  period  progressed,  however,  the  acceloratea 
expansion  of  the  U.  S.  economy  and  the  war  in 
Vietnam  placed  renewed  pressure  on  the  balance  of 
payments.   The  boom  resulted  in  an  extraordinary 
increase  in  imports.   The  costs  of  our  forces  in 
Vietnam  added  substantially  to  our  foreign  payments. 
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Thus,  while  the  voluntary  program  reduced  the 
capital  outflow  considerably  from  the  peak  of  1964 , 
the  pa^Tuents  deficit  persisted.   There  was  retro- 
gression in  the  first  three  quarters  of  1967  because 
the  foreign  exchange  costs  of  Vietnam  rose  further, 
private  capital  outflov;  increasea,  not  tourist 
expenditures  rose,  and  the  European  economic  slowdown 
reduced  European  imports — and  our  exports. 

The  aevaluation  of  sterling  in  November  1967 
brought  the  balance  of  payments  problem  to  an  acute 
stage.   Against  the  background  of  a  persistent  deficit 
in  the  U.  S.  balance  of  payments,  the  British  move 
resulted  in  a  weakening  of  confidence  in  currencies 
and  was  accompanied  by  a  burst  of  speculative 
buying  of  gold  and  a  resulting  large  loss  of  U.  S. 
gold  reserves  in  November  and  December.   This  was 
a  threat  not  only  to  the  dollar  but  also  to  the  inter- 
national monetary  system  as  a  whole. 

While  the  speculation  was  repulsed  with  the 
cooperation  of  most  of  the  members  of  the  gold  pool, 
it  underlined  the  urgency  of  placing  the  dollar  once 
more  in  an  impregnable  position.   The  time  had  come 
when  it  was  necessary  and  desirable  to  take  new  and 
decisive  measures  to  move  the  U.  S.  payments  posi- 
tion strongly  toward  balance. 

What  was  the  best  v;ay  to  achieve  this? 
Depressing  the  American  economy  is  as  unacceptable 
to  most  other  nations  of  the  world  as  it  is  to  the 
United  States.   The  United  States  occupies  a  unique 
role  in  the  world  economy.   It  is  by  far  the  largest 
exporting  and  importing  country.   It  is  the  principal 
source  of  international  capital.   It  is  the  largest 
donor  of  aid.   Military  forces  stationed  abroad  are 
indispensable  to  the  security  of  many  countries-- 
including  the  United  States.   For  all  these  reasons 
the  entire  world  is  affected  by  the  U.  S.  economy 
and  the  U.  S.  balance  of  payments.   The  volume  of 
international  trade,  the  prices  of  basic  commodities, 
the  cost  of  money  and  even  the  level  of  production 
and  employment  abroad  respond  to  the  U.  S.  economy. 
The  United  States  must  seek  a  solution  to  the  payments 
imbalance  through  the  expansion  of  the  world  economy 
rather  than  the  contraction  of  its  ov;n,  and  conse- 
quently the  world,  economy. 
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The  action  program  announced  by  President  Johnson 
on  January  1  avoids  deflation,  while  underlining  the 
urgent  need  for  prompt  enactment  of  an  anti-inflationary 
tax  increase,  along  with  proper  control  of  public 
expenditures,  appropriate  monetary  policy,  responsible 
wage  and  price  decisions  on  the  part  of  business  and 
labor,  and  other  measures  to  increase  our  export 
surplus . 

Because  the  need  to  cut  the  U.  S.  payments 
.  deficit  is  urgent,  the  program  also  includes  new 
1 1  and  stringent  temporary  restraints  on  outflows  of 
/ilu.  S.  private  capital  and  on  foreign  travel  by 
'/Americans.   Indeed,  it  is  upon  these  uncongenial 
I  measures  that  wc  must  rely  for  the  largest  immeaiate 
effects.   Those  measures  have  been  adopted  reluc- 
tantly as  an  emergency  matter.   How  soon  they  can 
be  relaxed  will  depend  greatly  upon  our  own  efforts 
to  increase  our  trade  surplus,  reduce  or  neutralize 
government  expenditures  abroad,  and  encourage 
foreign  travel  and  investment  in  the  United  States. 
It  will  depend  upon  the  policy  responses  of  other 
countries,  especially  of  those  countries  in  con- 
tinental Western  Europe  that  have  experienced 
chronic  payments  surpluses  in  recent  years. 

International  Monetary  System 

It  is  the  relationship  of  the  U.S.  dollar 
and  the  U.  S.  payments  position  to  the  international 
monetary  system  that  makes  this  program  both  a  national 
and  international  responsibility.   The  present  inter- 
national monetary  system  has  evolved  substantially 
since  the  gold  standard  was  in  force  for  all  of  the 
large  trading  countries.   During  this  long  period  of 
evolution,  the  very  nature  of  the  system  has  changed 
to  conform  to  the  needs  of  the  world  economy.   The 
International  Monetary  Fund,  established  at  Bretton 
Woods,  embodies  in  its  Articles  of  Agreement  the 
main  principles  on  which  the  international  monetary 
system  is  now  based.   Essentially,  it  is  a  system 
in  v/hich  the  par  value  of  each  currency  is  expressed 
in  terms  of  gold.   The  foreign  exchange  rates  for 
currencies  must  be  kept  within  1  per  cent  of  the  parity. 
In  most  countries  other  than  the  United  States,  the 
central  bank  supports  the  currency,  when  the  balance 
of  payments  is  in  deficit,  by  selling  dollars  in  the 
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foreign  exchange  market;  when  in  surplus,  the 
central  bank  purchases  dollars  against  its  own 
currency  in  the  exchange  market.   The  United  States 
is  the  only  country  that  freely  buys  and  sells  gold 
as  the  method  of  meeting  its  obligation  to  main- 
tain the  international  value  of  its  currency. 

Countries  in  deficit  can  receive  medium-term 
credit  from  the  International  Monetary  Fund  while 
restoring  their  balance  of  payments  without  resort 
to  measures  destructive  of  national  or  international 
prosperity . 

Such  an  international  monetary  system  requires 
adequate  monetary  reserves  to  enable  countries  to 
meet  payments  deficits  while  they  take  measures  to 
adjust  their  balance  of  payments.   The  monetary 
reserves  of  the  world  consist  mainly  of  gold,  U.  S. 
dollars,  and  other  currencies.   As  world  trade  and 
payments  grow,  the  need  for  additional  monetary 
reserves  also  grows.   Since  1950,  less  than  half  of 
the  increase  in  monetary  reserves  has  been  in  the 
form  of  gold.   More  than  half  of  the  increase  has 
been  in  the  form  of  U.  S.  dollars  acquired  by  the 
central  banks  of  other  countries.   Without  the 
growth  of  dollar  reserves,  the  growth  of  world  trade 
and  payments  would  have  been  severely  restricted  and 
the  world  economy  might  have  been  subjected  to 
serious  deflationary  pressures  and  instability. 

In  actual  fact,  the  international  monetary 
system  has  worked  well.   This  is  evident  from  the 
enormous  expansion  of  world  trade  from  $5  5  billion 
in  1950  to  about  $200  billion  in  1967.   The 
expansion  of  trade  and  payments  and  the  stability 
of  the  international  monetary  system  have  been 
buttressed  not  only  by  growth  of  reserves  but  also 
by  enlargement  of  international  credit  facilities. 
The  resources  of  the  International  Monetary  Fund 
were  increased  in  two  steps  from  over  $9  billion  in 
1958  to  $21  billion  at  present.   The  International 
Monetary  Fund  entered  into  an  agreement  with  a  num- 
ber of  industrial  countries  (the  Group  of  Ten)  under 
which  they  undertook  to  lend  up  to  $6  billion  to 
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the  Fund  if  this  should  prove  to  be  necessary.   A 
network  of  reciprocal  currency  agreements  was 
established  by  the  central  banks  of  the  large  financial 
centers  for  swaps  of  each  other's  currency;  the  United 
States  has  such  swap  arrangements  totaling  $7.1  billion 
with  14  central  banks  and  the  Bank  for  International 
Settlements.   In  order  to  help  maintain  confidence  in 
the  equivalence  of  gold  and  currencies  at  stable 
values,  a  number  of  countries  formed  a  gold  pool  to 
maintain  the  orderly  character  of  the  London  gold 
market. 

These  various  measures  helped  the  international 
monetary  system  to  function  effectively.   Even  so, 
it  became  evident  that  a  more  basic  reform  was 
necessary.   The  world  can  no  longer  depend  entirely 
upon  increases  in  gold  and  dollars  to  provide  an 
assured  and  satisfactory  growth  of  monetary  reserves. 
The  amount  of  newly-mined  gold  available  will  not 
provide  for  an  adquate  increase  in  world  reserves. 
And  it  is  not  desirable  from  the  point  of  view  of  the 
United  States  or  the  rest  of  the  world  that  the 
growth  of  U.  S.  liabilities  in  the  form  of  dollar 
reserves  abroad  should  continue  as  in  the  past.   A 
steady  increase  in  U.  S.  liabilities,  while  its 
reserves  decline,   exDOses  the  international  mone- 
tary system  to  the  threat  of  instability. 

In  1965,  at  the  initiative  of  the  United  States, 
the  Group  of  Ten  and  the  International  Monetary  Fund 
began  to  develop  methods  for  creating  a  new  reserve 
asset  to  supplement  gold  and  dollars.   These  dis- 
cussions have  led  to  an  agreement  for  the  creation  of 
Special  Drawing  Rights  at  regular  intervals  and  in  an 
amount  necessary  to  assure  an  adequate  grov;th  of 
monetary  reserves.   This  new  supplement  to  existing 
reserve  assets  will  be  issued  by  the  International 
Monetary  Fund.   All  107  members  of  that  institution 
will  be  eligible  to  participate.   At  the  annual 
meeting  of  the  International  Monetary  Fund  in 
Rio  de  Janeiro  in  September  1967,  the  Governors  of 
the  Fund  unanimously  approved  a  resolution  providing 
for  leaal  drafting  of  this  proposal  as  an  amendment 
to  the  Fund's  Articles  of  Agreement.   It  is  hoped  and 
expected  that  the  necessary  legal  steps  will  be 
completed  late  this  year  or  early  in  1969  and  that 
the  plan  will  then  be  put  into  operation  promptly. 
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The  Rio  resolution  for  the  creation  of  Special 
Drawing  Rights  (SDR)  represents  a  landmark  in  the  evolution 
of  an  international  monetary  system  responsive  to  the 
needs  of  the  modern  world.   When  this  system  is  in 
operation,  the  growth  of  monetary  reserves  can  be 
adequate  without  depending  either  on  the  uncertainties 
of  gold  mining  and  gold  hoarding  or  on  persistent 
deficit  in  the  U.  S.  balance  of  payments. 

The  early  availability  of  SDR  removes  one  of  the 
concerns  as  to  the  impact  of  the  U.S.  balance  of  payments 

program — namely,  a  slowing  of  reserve  arowth  and  a 
consequent  adverse  effect  on  world  trade  and  income. 
Early  activation  of  the  SDR  plan  can  maintain  an  adequate 
growth  of  world  reserves  together  with  restoration  of 
U.S.  balance  of  payments  equilibrium. 

Strategy  for  Payments  Improvement 

The  key  resources  which  give  the  U.S.  the  strength 
to  deal  with  its  underlying  long-range  payments  problem 
constructively  and  sensibly  are: 

—  a  strong  economy  with  a  Gross  National  Product 
in  excess  of  $800  billion  ,  representing  40-45% 
of  world  output; 

—  a  large  stock  of  foreign  assets  with  powerful 
earnings  potential.   Gross  assets  abroad  — 
public  and  private  —  total  more  than  $110 
billion.   Our  net  long-term  asset  position  — 
approximately  $70  billion  —  has  increased 
every  year  for  20  years.   Private  overseas 
assets  alone  now  generate  annual  earnings  of 
about  $6  billion. 

—  a  basic  trade  surplus,  on  which  v/e  must  build; 

—  a  strong  reserve  position  (nearly  $15  billion, 
or  about  20%  of  world  reserves) ,  even  after 
losses  of  the  past  few  years. 

We  can  build  on  these  elements  of  strength  and  move 
toward  balance  of  payments  equilibrium  through  short- 
and  long-range  measures  vigorously  implemented.   Further- 
more") the  passage  of  time  will  ameliorate  forces  that 
presently  exacerbate  the  balance  of  payments  deficit 
and  hide  the  fundamental  progress  achieved. 
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Ideally,  the  United  States  would  solve  its  balance 
of  payments  problem  through  a  gradual,  long-range  approach 
in  which  there  was  no  interference  with  the  free  movement 
of  goods  and  services,  capital  or  people.   Over  the  long 
run,  the  United  States  is,  in  fact,  dedicated  to  just  such 
an  approach. 

However,  the  situation  that  confronts  the  United 
States  today  requires  prompt  and  major  corrective  action. 
Long-term  measures  alone  that  take  hold  gradually  over 
time  are  not  sufficient. 

The  President's  Action  Program 

President  Johnson's  program  is  designed  to  bring 
about  a  sharp  reduction  in  the  United  States  payments 
deficit  in  the  year  ahead,  bringing  it  into — or  close  to — 
equilibrium.   The  program  consists  of  general  and  specific 
measures,  short-  and  long-range  actions. 

As  indicated  in  the  President's  message  on  January  1, 
1968, 

"The  first  line  of  defense  of  the  dollar  is  the 
strength  of  the  American  economy. 

"No  business  before  the  returning  Congress  will 
be  more  urgent  than  this:   To  enact  the  anti- 
inflation  tax  which  I  have  sought  for  almost  a 
year.   Coupled  with  our  expenditure  controls  and 
appropriate  monetary  policy,  this  will  help  to 
stem  the  inflationary  pressures  which  now  threaten 
our  economic  prosperity  and  our  trade  surplus. 

"No  challenge  before  business  and  labor  is  more 
urgent  than  this:   To  exercise  the  utmost  respon- 
sibility in  their  wage-price  decisions,  which 
affect  so  directly  our  competitive  position  at 
home  and  in  world  markets. 

"I  have  directed  the  Secretaries  of  Commerce  and 
Labor,  and  the  Chairman  of  the  Council  of  Economic 
Advisers  to  work  with  leaders  of  business  and  labor 
to  make  more  effective  our  voluntary  program  of 
wage-price  restraint. 

"I  have  also  instructed  the  Secretaries  of  Commerce 
and" Labor  to  work  with  unions  and  companies  to  pre- 
vent our  exports  from  being  reduced  or  our  import¥ 
increased  by  crippling  work  stoppages  in  the  year 
ahead. 
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"A  sure  way  to  instill  confidence  in  our  dollar^^  — 
both  here  and  abroad  —  is  through  these  actions." 

In  addition,  the  Action  Program  contains  these 
direct  measures: 

1.   Direct  investment.   By  Executive  Order  and 
regulations  issued  under  the  Banking  Law,  a  mandatory 
limit  has  been  placed  on  direct  investment  by  U.S.  com- 
panies in  foreign  affiliates.   The  program,  together 
with  its  accompanying  provisions  on  the  repatriation  of 
foreign  earnings,  is  expected  to  reduce  the  payments 
deficit  by  $1  billion  in  1968. 

In  the  highly-developed  countries,  principally  in 
continental  Western  Europe,  a  moratorium  is  imposed  on 
any  new  capital  outflow  from  the  United  States,  and  a 
restraint  is  placed  in  the  reinvestment  of  earnings  from 
direct  investment. 

In  a  group  of  countries  in  which  a  high  level  of 
capital  inflow  is  essential  for  economic  growth  and 
financial  stability,  and  where  adequate  funds  cannot 
be  secured  from  other  sources,  U.  S.  companies  may  make 
new  capital  transfers  for  direct  investment  which  together 
with  reinvested  earnings  do  not  exceed  65  percent  of  the 
average  of  their  capital  outflow  plus  reinvested  earnings 
in  1965  and  1966.   The  countries  in  the  group  subject  to 
this  limitation  include,  among  others,  Canada,  Japan, 
Australia,  New  Zealand,  the  United  Kingdom  and  the  oil- 
producing  countries. 

In  the  less-developed  countries,  U.S.  companies  may 
make  new  capital  transfers  for  direct  investment  which 
together  with  their  reinvested  earnings  in  these  countries 
do  not  exceed  110  percent  of  the  1965-66  average. 

The  funds  available  for  new  investment  through  the 
retention  of  earnings  or  permitted  transfers  of  new 
funds  can  be  supplemented  by  borrowing  abroad .   Funds 
available  from  depreciation  reserves  abroad  are  also 
not  counted  as  part  of  the  new  investment.   Specific 
authorization  will  be  required  for  any  new  transactions 
not  falling  within  the  targets  set  up  for  investors.   The 
order  does  not  apply  to  direct  investment  of  less  than 
$100,000  in  any  year. 
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In  accordance  v;ith  the  regulations,  U.S.  companies 
must  repatriate  from  their  share  of  the  earnings  of  all 
their  foreign  business  ventures  in  the  three  groups  of 
countries  amounts  equal  to  the  greater  of  (1)   the  same 
percentage  of  their  share  of  total  earnings  from  these 
three  groups  as  they  repatriated  during  1964-66,  or  (2) 
so  much  of  their  share  of  earnings  as  may  exceed  the 
limit  set  for  capital  transfers  to  each  group.   In  the 
case  of  the  continental  European  countries  where  a 
moratorium  on  capital  transfers  applies,  the  applicable 
rule  with  respect  to  (2)  above  is  that  earnings  in  ex- 
cess of  35  percent  of  investment  in  1965-66  must  be 
repatriated.   In  addition,  short-term  financial  assets 
held  abroad,  other  than  in  direct  investments,  are 
required  to  be  reduced  to  the  average  level  of  1965  and 
1966  and  held  at  this  level. 

2.   Banks  and  other  financial  institutions.   Revised 
guidelines  have  been  issued  by  the  Board  of  Governors 
of  the  Federal  Reserve  System  for  reducing  foreign  credits 
from  U.S.  banks  and  other  financial  institutions.   The 
new  guidelines  are  designed  to  bring  a  net  inflow  of  at 
least  $500  million  in  1968.   The  program  is  voluntary, 
although  the  President  has  given  the  Federal  Reserve 
Board  standby  authority  to  invoke  mandatory  controls. 

f 

The  Bank  program  also  requests  banks  to  reduce  the 
amount  of  their  term  loans  to  developed  countries  of 
continental  Western  Europe  by  not  renewing  such  loans 
at  maturity  and  by  not  relending  them  to  others.   All 
banks  are  also  asked  to  reduce  the  amount  of  outstanding 
short-term  credits  to  developed  countries  of  continental 
Western  Europe  by  4  0  percent  of  the  amount  outstanding 
at  the  end  of  1967.   As  these  loans  are  repaid,  ceilings 
for  outstanding  foreign  credits  will  be  reduced 
correspondingly. 

Revised  guidelines  for  other  financial  institutions, 
such  as  insurance  companies,  mutual  savings  banks, 
pension  funds,  etc.,  request  them  to  reduce  their  hold- 
ings of  foreign  assets  covered  by  the  program  by  5  per- 
cent or  more  in  1968  compared  with  the  amount  of  such 
assets  held  at  the  end  of  1967.   It  is  expected  that  these 
institutions  will  reduce  to  zero  their  holdings  of  liquid 
funds  abroad,  or  to  the  minimum  working  balance  required 
to  conduct  foreign  business  activities,  even  if  this  en- 
tails a  decline  in  foreign  assets  by  more  than  5  percent. 
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In  both  programs,  priority  will  continue  to  be 
given  to  credits  for  financing  exports  and  to  loans  to 
the  less-developed  countries.   The  major  effects  of  the 
revisions  are  focused  on  the  developed  countries  of 
continental  Western  Europe. 

3.  Foreign  travel.   Our  travel  deficit  increased 
substantially  in  1967  to  a  figure  estimated  at  approxi- 
mately $2  billion.   The  Administration  believes  that 
the  best  long-range  manner  to  reduce  this  deficit  is  to 
encourage  more  foreign  travelers  to  visit  the  United 
States.   A  special  Task  Force  is  at  work  on  measures  to 
accomplish  this.   The  President  has  directed  the  Task 
Force  to  report  within  45  days  on  the  immediate  measures 
that  can  be  taken  and  to  make  its  long-term  recommenda- 
tions within  90  days.   Their  recommendations  will  be 
acted  on  promptly.   Meanwhile,  however,  more  drastic 
measures  are  required  on  a  temporary  basis.   A  reduc- 
tion of  $500  million  in  payments  for  foreign  travel  is 
essential  for  restoring  our  balance  of  payments.   The 
President  has  therefore  asked  the  American  people  to 
defer  for  the  next  two  years  all  nonessential  travel 
outside  the  Western  Hemisphere.   The  Treasury  is  explor- 
ing with  Congressional  committees  appropriate  legisla- 
tion to  help  achieve  this  objective. 

4.  Government  expenditures  overseas.   The  commit- 
ments for  aid  and  defense,  on  which  Free  World  security 
depends,  necessitate  very  large  expenditures  abroad. 
These  costs  have  risen  sharply  because  of  the  Vietnam 
war.   Over  the  past  three  years,  a  stringent  program  has 
substantially  reduced  these  foreign  exchange  costs. 

The  President  has,  nevertheless,  set  a  target  of  a 
further  reduction  of  $500  million  in  the  foreign  ex- 
change impact  of  such  programs  in  196  8. 

Negotiations  will  be  initiated  promptly  with 
our  allies  in  Europe  and  in  the  Pacific  to  minimize 
the  foreign  exchange  costs  of  our  military  spend- 
ing abroad.   They  can  help,  as  they  have,  by  purchas- 
ing in  the  United  States  more  of  the  equipment  for 
their  defense  needs.   They  can  also  offset  the  adverse 
effects  of  our  military  expenditures  on  the  balance 
of  payments  by  investing  part  of  their  foreign 


-  14  - 


exchange  receipts  in  long-term  U.  S.  securtities. 
The  Department  of  Defense  has  been  instructed  to 
find  ways  to  reduce  further  the  foreign  exchange 
impact  of  personal  spending  by  U.  S.  forces  and 
their  dependents.   The  President  has  instructed  the 
Director  of  the  Budget  to  find  ways  to  reduce  the 
number  of  American  civilians  working  overseas.   AID 
has  been  directed  to  reduce  its  foreign  exchange 
costs  by  at  least  $100  million  in  1968. 

5.   Export  increases.   In  the  long  run,  the 
best  way  to  restore  our  balance  of  payments  is  to 
increase  our  trade  surplus  by  increasing  the  rate 
of  our  export  growth.   The  surplus  on  goods  and 
services  must  be  the  main  source  of  the  foreign 
exchange  earnings  needed  to  finance  our  private 
foreign  investment  and  the  overseas  expenditures 
of  the  Government.   While  the  expansion  of  U.  S. 
exports  is  primarily  a  long-range  program,  special 
efforts  in  this  direction  can  contribute  as  much 
as  $500  million  to  the  improvement  of  the  balance 
of  payments  in  1968. 

The  President  will  ask  Congress  to  support 
an  intensified  five-year  program  to  promote  the 
sale  of  our  industrial  and  agricultural  products 
in  foreign  markets.   The  President  will  also  ask 
Congress  to  earmark  $500  million  of  Export-Import 
Bank  funds  to  provide  better  export  insurance,  to 
expand  guarantees  for  export  financing,  and  to 
broaden  the  scope  of  Government  financing  of  exports. 
Through  a  more  liberal  discount  system,  the  Export- 
Import  Bank  will  encourage  banks  to  help  firms  in- 
crease their  exports.   The  Commerce  Department  will 
begin  a  Joint  Export  Association  program  to  pro- 
vide financial  support  to  American  companies  joining 
together  to  sell  abroad. 

Since  1934,  the  United  States  has  taken  the 
lead  in  cooperative  action  to  expand  world  trade 
through  reciprocal  reduction  of  tariffs.   The 
policy  inaugurated  by  President  Roosevelt  and  Sec- 
retary of  State  Hull  has  been  extended  and  broadened 
in  every  Administration  since  then.   In  the 
Kennedy  Round,  we  climaxed  three  decades  of  intensive 
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effort  to  achieve  the  greatest  reduction  in  tariffs 
in  all  the  history  of  trade  negotiations.   Trade 
liberalization  remains  the  basic  policy  of  the 
United  States. 

Nontariff  barriers,  however,  pose  a  threat  to 
the  continued  growth  of  world  trade  and  to  the  U.S. 
competitive  position.   We  ask  no  unfair  trade  advan- 
tage.  On  the  other  hand,  we  cannot  ignore  the  dis- 
advantage to  our  trade  resulting  from  the  tax  systems 
of  our  trading  partners.   Some  countries,  those  that 
make  extensive  use  of  indirect  taxes  compared  to 
personal  and  other  income  taxes,  give  across-the- 
board  tax  rebates  on  their  exports  and  impose 
special  border  taxes  on  their  imports.   These  tax 
practices  are  governed  by  the  rules  of  the  General 
Agreement  on  Tariffs  and  Trade,  which  we  will  seek 
through  negotiation  to  adjust  and  expand  international 
trade  further. 

The  United  States  has  initiated  discussions, 
particularly  with  nations  having  balance  of  payments 
surpluses,  to  minimize  the  handicaps  to  our  trade 
which  arise  from  differences  in  national  tax  systems. 
We  are  also  preparing  legislative  measures  in  this 
area  whose  scope  and  nature  will  depend  on  the  out- 
come of  these  consultations. 

Long-Range  Aspects  of  the  Balance  of  Payments  Program 

A  drastic  reduction  in  our  balance  of  payments 
deficit  is  necessary  to  defend  the  dollar  and  to 
insure  against  a  breakdown  of  the  international 
monetary  system.   The  action  program  will  achieve 
this.   The  program  will  entail  sacrifices  in  this 
country  and  it  may  cause  difficulties  for  some 
foreign  countries.   In  order  to  assure  a  fair  sharing 
of  these  sacrifices,  the  program  has  been  widely 
spread  over  all  sectors  of  the  U.S.  economy.   In 
order  to  minimize  adverse  effects  on  the  world 
economy,  the  program  distinguishes  among  groups 
of  countries  on  the  basis  of  their  ability  to  absorb 
reductions  in  their  foreign  exchange  receipts. 

The  action  program  is  designed  to  deal  with 
an  emergency.  We  do  not  regard  certain  aspects 
of  it  as  consistent  with  a  long-range  solution 
to  our  underlying  balance  of  payments  problem. 
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Restrictive  measures  are  temporary^   The  policy 

of  the  United  States  is  to  support  the  unrestricted 

international  flow  of  goods,  services  and  capital 

under  a  stable  international  monetary  system  based 

on  fixed  values  for  currencies  defined  in  terms  of 

gold  or  the  dollar,  linked  at  $35  an  ounce.   The  world 

economy  can  operate  most  effectively  only  with  a  balanced 

pattern  of  international  payments,  achieved  without 

restrictions.   The  international  monetary  system 

can  function  effectively  only  if  monetary  reserves 

can  grow  steadily  at  an  appropriate  rate  without 

depending,  as  in  the  past,  on  a  large  infusion  of 

dollar  reserves  derived  from  a  payments  deficit  of 

this  country. 

When  the  fighting  in  Vietnam  ends,  the  foreign 
exchange  costs  of  our  security  efforts  in  Southeast 
Asia--now  running  at  an  annual  rate  of  about 
$1.5  billion--will  drop  and  will  help  our  balance 
of  payments  position.  But  it  is  important  to  remember 
that  we  had  a  balance  of  payments  problem  before 
Vietnam,  and  the  cessation  of  the  fighting  will 
not  in  and  of  itself  effect  a  cure.   Much  more  is 
required  if  we  are  to  terminate  restrictive  measures 
and  at  the  same  time  maintain  equilibrium.   This 
we  are  determined  to  do.   This  is  why  the  Action 
Program  includes  intensified  longer-range^  balance 
of  payments  measures. 

An  appropriate  long-range  balance  of  payments 
solution  for  the  United  States  must  be  based  on  a 
substantial  and  growing  surplus  in  trade  and  services, 
including  earnings  from  U.S.  foreign  investments. 
The  present  trade  surplus  is  too  small.   It  must 
be  increased  substantially  through  an  expansion  of 
U.S.  exports.   The  Government  is  taking  measures 
to  encourage  exports.   U.S.  producers  will  be  able 
to  benefit  from  these  measures  only  if  they  strengthen 
their  position  in  world  markets  by  maintaining  competitive 
prices  and  costs. 

Unfortunately,  after  a  period  of  unprecedented 
stability,  U.S.  prices  and  costs  rose  in  1966  and 
1967.  The  rapid  expansion  in  the  U.S.  economy  that 
is  now  under  way  threatens  a  further  rise  in  prices 
and  costs.   This  would  endanger  our  economic  prosperity 
and  undermine  our  competitive  position  in  world 
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markets.   The  President  has  instituted  rigorous  controls 
on  Government  expenditures.  The  Federal  Reserve  is 
following  a  cautious  monetary  policy.  The  most  urgent 
business  before  Congress  is  to  complete  this  anti- 
inflation  program  by  enacting  a  temporary  surcharge 
on  income  and  profits  taxes. 

Even  a  strong  fiscal  policy  and  a  stringent 
credit  policy  cannot  maintain  price  stability  unless 
business  and  labor  are  willing  to  follow  price-wage 
practices  that  conform  to  the  needs  of  our  economy. 
Furthermore,  at  a  time  like  this,  the  country  cannot 
afford  the  loss  of  output  resulting  from  crippling 
work  stoppages  in  critical  industries.   They  reduce 
our  exports  and  increase  our  imports.   They  may  have 
an  enduring  effect  on  our  trade  position  if  the  need 
for  vital  goods  is  met  by  imports  not  because  of 
lower  prices  but  solely  because  of  greater  assurance 
of  a  regular  supply. 

Not  only  our  commodity  exports,  but  our  exports 
of  services  can  be  increased.   We  hope  particularly 
that  foreign  tourists  will  come  to  the  United  States 
in  growing  numbers  over  the  longer  term. 

The  United  States  is  eager — and  working  hard- — 
to  encourage  foreign  direct  investment  in  this  country 
and  investment  in  U.S.  corporate  securities.   Foreign 
companies  whose  products  are  already  familiar  to 
U.S.  buyers  would  find  direct  investment  very  profitable. 
We  have  an  enormous  market,  efficient  labor,  and 
easy  access  to  advanced  technology.   The  attractiveness 
of  U.S.  corporate  securities  has  been  enhanced  by 
the  Foreign  Investors  Tax  Act  of  1966.  The  benefits 
granted  by  this  legislation,  as  well  as  other 

factors,  should  result  in  a  moderate  but  steady 
inflow  of  investment  funds  from  abroad. 

The  United  States  recognizes  its  responsibility 
for  adjusting  its  own  balance  of  payments  and  it 
does  not  intend  to  shirk  this  responsibility.   At 
the  same  time,  it  must  be  recognized  that  the  U.S. 
balance  of  payments  is  part  of  a  world  pattern  of 
payments.   The  counterpart  of  the"  deficits  of  some 
countries  is  the  surpluses  of  other  countries.   Countries 
in  surplus  have  a  responsiblity  for  adjusting  their 
balances  of  payments  and  thereby  facilitating  the 
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progress  toward  international  equilibrium  that  the 
U.S.  action  program  makes  possible.   They  can  meet 
these  responsibilities  by  reducing  their  barriers 
to  trade,  by  increasing  their  aid  to  less-developed 
countries,  by  sharing  adequately  in  the  cost  of  common 
defense,  by  encouraging  capital  outflows,  and,  by 
maintaining  a  satisfactory  pace  of  domestic  economic 
expansion.  As  part  of  this  vital  adjustment  effort, 
we  should  be  able  —  indeed  we  must  fina  ways — to  work 
constructively  with  our  allies  on  forms  of  bilateral 
and  multilateral  financial  arrangements  designed 
to  neutralize  the  foreign  exchange  consequences  of 
the  locations  of  our  troops  and  those  of  our  allies. 
The  arrangements  should  be  long  term  and  provide 
financial  viability  to  our  alliances. 

The  growth  of  reserves  of  the  rest  of  the  world 
will  be  sharply  affected  by  the  reduction  in  the 
U.S.  deficit.  Yet  many  countries  will  wish  to  see 
a  gradual  increase  in  their  reserves  as  their  international 
transactions  expand.   Therefore,  it  is  important 
to  implement  as  speedily  as  possible  the  plan  agreed 
in  outline  last  September  to  create  new  international 
reserves  in  the  form  of  Special  Drawings  Rights  in 
the  International  Monetary  Fund. 


The  International  Monetary  System  and 
Adjustment  of  Payments  Imbalances 
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I .   The  International  Monetary  System  and  Adjustment  of 
Payments  Imbalances 


The  problem  of  the  U.S.  balance  of  payments  can  be 
understood  and  analyzed  only  against  the  background  of 
an  understanding  of  the  present  international  monetary 
system.   This  paper  therefore  begins  with  a  description 
of  the  complex  institutional  framework  within  which  world 
trade  and  payments  are  carried  out.   A  second  chapter 
discusses  the  current  problems  facing  the  present  system. 
Subsequent  chapters  then  proceed  to  analyze  the  key  ele- 
ments of  the  U.S.  balance  of  payments  problem  in  detail, 
the  measures  previously  employed,  and  the  President's 
new  program. 

A.   The  International  Monetary  System--Why  and  How  it  Works 

An  international  monetary  system  provides  means  and 
methods  of  payments  in  order  to  facilitate  international 
trade,  capital  and  other  transactions.   In  a  world  composed 
of  various  countries,  each  with  its  own  currency,  trade 
and  capital  movements  across  national  borders  have  not 
only  to  be  paid  for  as  they  are  within  any  country,  but 
have  to  be  provided  with  a  mechanism  to  convert  one 
currency  into  another. 

The  American  exporter  to  Italy  usually  wants  to  be 
paid  in  dollars--his  currency.   The  Italian  importer  has 
lire.   Some  mechanism  has  to  be  provided  to  convert  the 
lire  into  dollars  to  pay  the  American  exporter.   And  if 
credit  is  involved,  there  needs  to  be  a  financing  mechanism 
that  crosses  the  frontier. 

The  requirements  for  handling  international  payments 
smoothly  are: 

--  The  various  currencies  should  be  convertible 
easily  into  each  other. 

--  There  needs  to  be  confidence  in  the  stability 
of  the  exchange  rates  of  the  major  currencies 
against  each  other. 

--  The  various  countries  need  to  have  international 
reserves  of  unquestioned  value  so  that  if  for  a 
time  their  outpayments  exceed  their  inpayments 
they  can  finance  the  difference  by  using  these 
reserves . 
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--  The  system  works  more  smoothly  if  owned 

reserves  are  supplemented  by  credit  facili- 
ties to  tide  nations  over  periods  of  imbalance. 

In  a  strict  sense,  the  international  monetary  system 
is  not  a  system  at  all.   It  is  a  series  of  arrangements, 
procedures,  customs  and  institutions  which  have  evolved 
over  time  and  which  are  laced  together  by  a  network  of 
formal  and  informal  agreements.   It  has  been  partially 
codified  as  to  objectives,  principles  and  procedures  by 
the  Articles  of  Agreement  of  the  International  Monetary 
Fund  (IMF) .   It  has  been  aided  by  international  coopera- 
tion on  the  part  of  the  important  central  banks  of  the 
world--most  notably  through  the  so-called  "swap  network." 
It  works  partly  through  correspondent  relationships  of 
the  major  commercial  banks  of  the  world.   Money  and 
capital  markets  in  the  United  States  and  Europe  are 
important  factors  in  making  the  system  work.   In  recent 
years  it  has  been  strengthened  by  a  series  of  consultative 
arrangements  undertaken  under  the  auspices  of  the 
Organization  for  Economic  Cooperation  and  Development 
(OECD) . 

The  system  rests  on  five  pillars: 

--  a  dollar  convertible  into  gold  at  $35  per  ounce; 

--  other  major  currencies  convertible  into  dollars 
at  stated  rates  of  exchange--under  IMF  rules 
they  may  vary  plus  or  minus  1  percent  from  parity; 

—  adequate  international  reserves  and  credit  facilities 
designed  to  support  the'^e  relationships; 

--  a  general  presumption  that  a  country  will  over 
time  be  in  equilibrium  in  its  international 
position--that  surpluses  will  be  offset  by  deficits 
on  the  average; 


--  in  seeking  to  adjust  from  deficit  to  surplus,  or 
vice  versa,  a  country  will  take  into  account  the 
consequences  of  its  actions  on  the  world  community, 

B.   The  Role  of  the  Dollar 

In  practice,  all  member  countries  of  the  IMF  which 
have  convertible  currencies  operate  through  their  central 
banks  or  monetary  authorities  to  keep  their  currencies  in 
an  established  relationship  to  the  dollar.   For  example. 
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the  exchange  parity  of  the  D-mark  is  4  to  the  dollar, 
or  $0.25.   The  IMF  intervention  limits  are  $0.2475  and 
$0.2525.   In  practice,  the  German  Federal  Bank  intervenes 
within  somewhat  narrower  limits.   When  the  dollar  is  strong 
against  the  D-mark,  the  dollar  price  of  the  D-mark  falls 
toward  $0.2475.   The  Bundesbank  supplies  dollars  from  its 
reserves  to  buy  up  the  excess  D-marks.   When  the  D-mark  is 
strong  against  the  dollar,  its  dollar  price  rises  toward 
$0.2525.   Then  the  Bundesbank  supplies  marks  and  buys 
dollars . 

Each  monetary  authority  acts  essentially  in  the 
same  way--intervening  in  its  own  markets  to  maintain 
the  price  of  its  currency  vis-a-vis  the  dollar  within 
the  narrow  band  of  plus  or  minus  1  percent  from  its  parity. 

The  United  States  does  not  have  to  carry  on  operations 
like  this.   It  fulfills  its  IMF  parity  obligations  by 
freely  buying  and  selling  gold  for  dollars--only  with 
monetary  authorities  and  for  legitimate  monetary  purposes, 
of  course--at  $35  per  ounce. 

The  point  is  that  virtually  every  country  does  its 
market  interventions  by  buying  or  selling  dollars.   It  does 
so  because  the  dollar  is  the  major  transactions  or  vehicle 
currency  and  is  widely  used  in  the  payment  and  receipt 
transactions  of  international  trade  and  capital  flows. 
It  does  so  because  the  dollar  is  a  reserve  currency  and 
most  countries  hold  dollars  in  their  international  reserves, 

The  dollar  is  both  a  reserve  currency  and  a  vehicle 
currency  because: 

--  it  is  strong,  being  backed  by  a  strong  economy; 

--  it  can  be  invested  profitably  because  there  exists 
a  big  money  and  capital  market  in  the  U.S.; 

--  it  is  known  and  is  acceptable  as  a  store  of  value-- 
that  is,  it  holds  its  purchasing  power  better 
than  most  other  currencies; 

--  it  is  in  sufficient  supply  so  that  there  are 
dollars  that  can  be  used  or  borrowed  for  trans- 
actions; and 

—  it  is  convertible  by  monetary  authorities  into 
gold  so  that  they  are  willing  to  hold  it. 
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The  U.S.  did  not  deliberately  make  the  dollar  a 
reserve  currency  or  a  transactions  currency.   The  dollar 
evolved  as  such  out  of  its  basic  strength. 

But  this  strength  can  be  called  into  question  in 
two  ways: 

--  If  the  supply  of  dollars  in  foreign  hands  becomes 
greater  than  the  amount  foreign  central  banks 
and  private  holders  want  to  hold,  either  because 
of  their  basic  needs  or  for  other  reasons. 

--  If  declines  in  the  U.S.  gold  reserve  and  conse- 
quent unfavorable  effects  on  the  relationship 
between  U.S.  gold  and  U.S.  dollar  liabilities 
raise  questions  as  to  the  ability  of  the  U.S. 
freely  to  convert  outstanding  dollars  into  gold 
at  $35  per  ounce. 

It  is  to  prevent  such  developments  that  the  U.S. 
must  achieve  sustainable  equilibrium  in  its  payments 
position.   Unless  it  does  so,  its  liabilities  to  foreigners 
increase  and  its  gold  reserves  decrease,  and  the  monetary 
system  becomes  more  vulnerable  to  a  shrinkage  in  overall 
liquidity  that  can  cause  serious  financial  and  business 
disruption  through  an  international  credit  squeeze. 

Foreign  central  banks  and  other  official  institutions 
hold  some  $16  billion  of  liquid  dollar  assets.   Private 
foreigners  hold  another  $16  billion. 

The  official  holdings  are  reserves  for  the  rest  of  the 
world  and  constitute  nearly  30  percent  of  such  reserves. 
But  so  long  as  they  are  not  withdrawn  in  the  form  of  gold, 
they  have  not  reduced  our  reserves.   Thus,  our  balance  of 
payments  deficit,  unlike  those  of  a  nonreserve  currency 
country,  has  been  only  partially  reflected  in  a  decline  of 
gold  reserves  or  in  our  reserve  position  in  the  iriF.   A 
considerable  part  of  our  balance  of  payments  deficit  has  been 
covered  by  an  increase  in  our  liabilities  rather  than  by 
a  reduction  in  our  reserve  assets. 

While  it  is  not  necessary  for  a  commercial  bank  to 
maintain  liquid  assets  to  cover  all  or  even  a  major  part 
of  its  liquid  liabilities,  the  U.S.  as  a  reserve  center 
is  a  bank  in  a  rather  special  sense,  and  needs  to  maintain 
a  substantial  reserve  against  its  liabilities.   It  is 
important  that  our  reserves  be  adequate  to  meet  demands 
for  conversion,  and  to  maintain  confidence  in  the  bank  on 
the  part  of  the  official  and  private  dollar  holders  abroad. 
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Rising  dollar  liabilities  which  constitute  reserves 
for  other  countries  have  permitted  the  world  as  a  whole 
to  build  up  its  reserves  more  rapidly  than  would  otherwise 
have  been  the  case.   A  return  of  the  United  States  to 
equilibrium  would  cut  off  this  growth  of  reserves  for 
these  countries.   It  has  become  increasingly  clear,  there- 
fore, that  some  other  means  of  providing  for  the  future 
growth  in  world  reserves  will  be  required.   To  this  end, 
the  members  of  the  International  Monetary  Fund  have  now 
agreed  on  a  plan  for  the  deliberate  creation  of  reserves 
through  multilateral  action.   When  this  plan  is  in  effect, 
the  world  would  no  longer  be  dependent  uoon  gold  and  the 
deficits  of  the  United  States  to  provide  for  the  expansion 
in  world  reserves  which  will  be  needed  in  the  future. 

Thus  the  role  of  the  dollar  as  a  reserve  currency 
has  been  intertwined  with  the  problem  of  our  balance  of 
payments  and  has  also  been  related  to  the  general  problem 
of  expanding  world  reserves.   Through  a  multilateral 
system  of  reserve  creation,  we  can  relieve  the  dollar  of 
its  responsibility  to  provide  for  a  growth  in  world 
reserves,  and  permit  concentration  on  the  balance  of 
payments  problem. 

The  following  sections  of  this  chapter  set  forth 
the  elements  of  the  international  monetary  system. 

C.   Exchange  Rates 

One  of  the  distinguishing  features  of  the  present 
international  monetary  system  is  the  relative  stability 
of  exchange  rates.   Under  the  Articles  of  Agreement  of  the 
International  Monetary  Fund--which  since  their  adoption 
at  Bretton  Woods,  New  Hampshire,  in  1944  have  embodied 
the  formal  principles  and  procedures  which  underly  the 
present  system--countries  undertake  to  maintain  exchange 
rates  for  transactions  in  their  currencies  within  a  margin 
of  one  percent  of  a  declared  par  value.   This  par  value  may 
be  changed,  with  the  approval  of  the  IMF,  in  the  event  of 
a  "fundamental  disequilibrium"  in  a  country's  balance  of 
payments.   For  the  most  part,  however,  all  the  members 
of  the  IMF  have  shown  a  strong  preference  for  stable 
exchange  rates  that  are  changed  only  infrequently. 

In  order  to  maintain  their  currencies  within  a 
margin  of  one  percent  of  the  declared  par  value,  the 
monetary  authorities  of  almost  all  countries  other  than 
the  United  States  intervene  when  necessary  in  their  exchange 
markets,  buying  or  selling  dollars  against  their  own 
currency.   There  are  a  few  exceptions  to  this  method  of 
official  exchange-market  intervention  (notably  in  the 
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Sterling  area) ,  but  for  the  most  part  the  entire  pattern 
of  stable  exchange  rates  is  maintained  by  virtue  of  the 
fact  that  countries  "peg"  their  exchange  rates  to  the 
dollar. 

Since  most  other  countries  peg  their  currencies 
to  the  dollar,  the  United  States  itself  does  not  need 
to  intervene  in  the  exchange  markets  to  maintain  the 
value  of  the  dollar  in  terms  of  other  currencies.   Although 
it  may  at  times  find  it  advantageous  to  do  so  in  order  to 
assure  more  orderly  markets  and  more  efficient  and 
economical  use  of  its  reserves,  the  United  States  basically 
maintains  its  obligations  regarding  exchange  stability  in 
a  very  different  manner:   by  freely  buying  and  selling  gold 
in  transactions  with  monetary  authorities  (primarily 
central  banks  of  other  countries)  at  the  price  of  $35  an 
ounce.   No  country  other  than  the  United  States  freely 
buys  and  sells  gold.   The  whole  exchange-rate  system  is 
therefore  pegged  to  gold  only  through  the  commitment  of 
the  U.S.  monetary  authorities  to  buy  and  sell  gold  freely 
at  the  $35  price. 

D .   Reserves 

In  order  to  weather  periods  of  deficit  in  a  system 
of  stable  exchange  rates,  monetary  authorities  must  hold 
reserves  of  internationally-acceptable  liquid  assets. 
If  a  central  bank  had  no  reserves  with  which  to  purchase 
its  own  currency  at  times  when  its  currency  was  in 
excess  market  supply,  it  would  have  no  choice  but  to  ask 
the  IMF  to  approve  a  change  in  its  par  value. 

Reserves  are  held  primarily  in  the  form  of  gold  and 
dollar  claims  on  the  United  States.   Because  dollars  are 
held  so  widely  in  countries'  reserves,  the  dollar  is  the 
main  "reserve  currency"  of  the  international  monetary 
system.   Countries  in  the  sterling  and  franc  areas  hold 
part  of  their  reserves  in  sterling  or  French  francs,  and 
thus--to  a  much  lesser  extent--the  pound  and  the  franc 
also  function  as  reserve  currencies.   Gold  and  reserve 
currencies  are  supplemented  by  reserve  credit  available 
from  the  International  Monetary  Fund  (see  below) . 

After  an  initial  accrual  of  dollars  resulting  from 
market  intervention,  the  country  can  either  retain  its 
reserve  gain  in  the  form  of  dollars  or  choose  to  convert 
the  dollars  into  another  reserve  asset,  usually  gold. 
Conversely,  a  country  necessarily  experiences  a  reserve 
loss  by  the  act  of  selling  dollars  in  its  exchange  market, 
thereby  reducing  its  dollar  holdings.   In  order  to  stand 
ready  to  intervene  in  the  market,  central  banks  have  to 
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hold  at  least  a  working  balance  in  dollars.   This  working 
balance  can  be  replenished  as  necessary  either  by  selling 
other  reserve  assets  (such  as  dollar  securities,  time 
deposits,  or  gold)  held  by  the  monetary  authorities  or 
by  drawing  on  the  IMF  or  other  credit  facilities. 

Many  diverse  factors  enter  into  the  decisions  of 
central  banks  when  they  determine  the  proportions  of 
their  reserves  to  hold  in  gold,  dollars,  and  other  assets. 
Some  central  banks  have  traditionally  held  their  reserves 
primarily  in  gold  except  for  foreign-exchange  working 
balances.   Others  have  historically  invested  almost  all 
their  reserves  in  dollar  or  sterling  assets.   There  are 
many  different  patterns  of  behavior  in  between  these 
two  extremes.   Moreover,  many  countries  have  changed 
their  reserve-composition  policies  over  time. 

One  important  motive  for  holding  dollars  is  that  they 
can  be  invested  at  interest.   Gold  does  not  earn  any 
interest  and  actually  costs  something  to  store  safely. 

It  has  already  been  pointed  out  that  the  United  States 
maintains  its  exchange  stability  obligations  in  a  unique 
manner.   It  is  equally  true  that  the  United  States  must 
of  necessity  have  a  unique  policy  with  respect  to  its 
reserves.   Whereas  other  countries  use  their  reserves  by 
buying  or  selling  dollars  in  their  exchange  markets,  the 
United  States  uses  its  reserves  only  to  redeem  excess 
dollars  acquired   by  the  monetary  authorities  of  other 
countries . 

This  structural  feature  of  the  international  monetary 
system  has  another  important  implication:   when  the  United 
States  does  use  its  reserve  assets  to  redeem  outstanding 
dollar  liabilities,  this  redemption--both  in  amount  and 
timing--is  determined  by  the  reserve-asset  preferences 
of  foreign  monetary  authorities.   The  amount  and  timing 
of  U.S.  use  of  reserve  assets  is  therefore  not  directly 
subject  either  to  U.S.  desires  or  to  U.S.  official  policy 
actions.   The  United  States  can  influence  the  rate  at  which 
it  gains  or  loses  reserves  only  by  influencing  the  attitudes 
and  asset  preferences  of  foreign  monetary  authorities. 
One  of  the  major  factors  influencing  foreign  official 
attitudes,  of  course,  is  the  prevailing  appraisal  of  the 
strength  or  weakness  of  the  U.S.  balance  of  payments  and 
reserve  positions. 

Just  as  the  United  States  uses  reserves  in  a  unique 
manner,  it  must  hold  its  reserves  subject  to  considerations 
that  are  unique.   Whereas  other  countries  have  a  rangfe  of 
assets  from  which  to  choose  that  includes  gold,  dollars. 
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other  currencies,  and  reserve  positions  in  the  IMF, 
the  United  States  has  a  much  more  restricted  field  of 

choice.   It  must  hold  assets  which  are  acceptable 
to  other  countries  when  they  call  upon  the  United  States 
to  redeem  our  outstanding  reserve-currency  liabilities. 
While  there  is  some  scope  for  holding  other  countries' 
currencies  in  our  reserves,  it  is  clear  that  in  the 
present  system  the  United  States  must  hold  most  of  its 
reserves  in  gold. 

Given  the  wide  extent  to  which  the  dollar  is  used 
as  the  "intervention  currency"  and  as  a  reserve  currency, 
it  is  clear  that  the  stability  of  the  entire  international 
monetary  system  is  intimately  bound  up  with  the  behavior 
of  U.S.  reserves.   If  a  widespread  feeling  were  to  develop 
that  U.S.  reserve  assets  might  be  inadequate  in  comparison 
with  the  size  of  outstanding  reserve-currency  liabilities, 
or  especially  if  U.S.  reserve  assets  threatened  to  continue 
to  decline  simultaneously  with  a  further  large  expansion 
of  U.S.  reserve-currency  liabilities,  dollar  assets  might 
be  viewed  with  increasing  distrust  by  individuals  and 
governments  all  around  the  world.   The  U.S.  Government 
fully  appreciates  the  significance  of  the  fact  that  the 
stability  of  the  entire  monetary  system  is  interdependent 
with  U.S.  reserve  and  balance  of  payments  policy.   This 
fact  and  the  desire  to  act  responsibly  in  the  face  of  it 
have  been  one  of  the  primary  considerations  underlying 
U.S.  balance  of  payments  policy  since  the  large  payments 
deficits  of  1958-60,  accompanied  by  heavy  gold  losses, 
first  underscored  the  existence  of  a  problem. 

E.   Operations  of  the  International  Monetary  Fund 

In  addition  to  the  gold  and  reserve  currencies  which 
countries  hold  in  their  reserves  outright  (sometimes 
referred  to  as  "unconditional"  liquidity  since  they  are 
usable  without  any  outside  institution  or  government 
placing  conditions  on  their  availability) ,  countries  have 
access  to  a  pool  of  currencies  in  the  International  Monetary 
Fund.   The  amount  of  resources  a  country  may  draw  from  the 
Fund  is  governed  by  its  quota,  which  reflects  its  economic 
size  and  importance  relative  to  other  countries.   When 
initially  paying  in  its  quota  subscription,  each  country 
subscribes  25  percent  in  gold  and  75  percent  in  terms  of 
its  own  currency.   In  return  for  agreeing  that  the  75  percent 
balance  of  its  own  currency  may  be  drawn  upon  in  case  of 
need  to  finance  other  countries'  drawings  from  the  currency 
pool,  countries  obtain  the  right  to  draw  the  currencies  of 
others  from  the  Fund  themselves  under  certain  stipulated 
conditions . 
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The  right  of  a  country  to  draw  on  its  gold  sub- 
scription ("gold  tranche")  is  essentially  beyond  chal- 
lenge; so  also  is  its  right  to  draw  on  any  credit  balance 
it  acquired  as  a  result  of  other  countries  having  drawn 
its  currency.   These  two  amounts  together  are  described 
as  the  country's  "reserve  position  in  the  Fund;"  it  is 
also  a  form  of  unconditional  liquidity.   Most  countries, 
including  the  United  States,  regard  their  reserve  positions 
in  the  Fund  as  an  asset  fully  liquid  and  usable  in  case  of 
balance  of  payments  need,  and  accordingly  include  the  Fund 
reserve  position  in  their  published  reserves. 

Under  circumstances  which  involve  increasingly 
stringent  analysis  and  discussion  of  a  country's  economic 
policies,  members  of  the  Fund  may  draw  successive  further 
amounts  from  the  Fund  up  to  100  percent  of  their  quotas. 
These  further  borrowings  in  a  country's  "credit  tranches" 
are  not  comparable  to  reserves.   They  are  conditional 
credit  facilities  (hence  sometimes  referred  to  as 
"conditional"  liquidity) .   They  carry  specific  repayment 
obligations  and  interest  charges. 

The  role  of  the  International  Monetary  Fund  in 
supplying  conditional  liquidity  to  governments  for  the 
purpose  of  maintaining  stability  in  exchange  rates  and 
the  adjustment  of  payments  imbalances  has  expanded  greatly 
since  the  inauguration  of  the  Bretton  Woods  system.   The 
aggregate  quotas  of  all  members  of  the  IMF  are  now  some 
$21  billion.   The  appropriateness  of  quotas  is  reviewed 
every  five  years;  the  last  round  of  general  quota  increases 
became  effective  in  1966.   In  addition  to  expanding  the 
general  level  of  quotas  and  selectively  increasing  the 
quotas  of  certain  countries,  the  IMF  was  also  strengthened 
in  1962  by  an  agreement  among  the  ten  main  industrial 
countries  (the  "Group  of  Ten")  known  as  the  General 
Arrangements  to  Borrow  (GAB) .   The  GAB  is  an  undertaking 
by  these  countries  to  lend  the  Fund  specified  amounts  of 
their  currencies  (aggregating  to  the  equivalent  of  about 
$6  billion)  if  the  Fund  decides  that  supplementary 
resources  are  needed  to  forestall  or  cope  with  an  impair- 
ment of  the  international  monetary  system.   The  GAB 
arrangements  have  been  activated  several  times  in  connection 
with  large  U.K.  drawings  from  the  Fund. 

The  U.S.  quota  in  the  IMF  is  $5.2  billion,  out  of 
total  Fund  quotas  of  about  $21  billion.   As  of  the  end  of 
1967,  the  United  States  had  approximately  $400  million 
of  its  "gold  tranche"  and  the  full  $5.2  billion  of  credit 
tranches  available. 

F.   Other  Institutional  Arrangements 

In  1961,  the  new  U.S.  Administration  began  to  foster 
the  development  of  a  new  system  of  international  short- 
term  credits  in  the  form  of  the  "swap  network"  of  the 
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Federal  Reserve  System,  and  also  introduced  the  so- 
called  "Roosa  bonds."   Both  of  these  provide  a  type 
of  exchange  protection  to  the  lending  country.   That  is, 
the  lending  country  is  repaid  in  a  constant  value  in  its 
own  currency,  and  is  thereby  protected  against  an  exchange 
adjustment  by  the  borrowing  country.   The  United  States, 
at  the  center  of  the  swap  network,  can  borrow  foreign 
currencies  and  sell  them  in  the  market  in  lieu  of  making 
gold  sales,  in  the  expectation  that  a  subsequent  reversal 
of  part  of  the  outflow  will  reduce  the  eventual  drain  on 
its  reserves.   In  the  meantime  the  swap  partner  holds 
dollars  with  a  form  of  exchange  protection.   Similarly, 
the  United  States  has,  itself,  been  able  to  extend  credit 
and  acquire  foreign  currency  with  exchange  protection 
when,  for  example,  Italy  or  Canada  or  the  United  Kingdom 
had  an  outflow  of  funds.   This  network  of  short-term 
reciprocal  borrowing  of  reserves,  frequently  called 
"a  first  line  of  monetary  defense,"  now  totals  about 
$7.1  billion.   It  has  helped  to  avoid  gold  losses 
resulting  from  short-term  flows  that  were  later  reversed. 
When  the  United  States  has  been  drawn  upon,  other  countries 
have  been  provided  with  dollars  to  hold  their  exchange 
rates  stable. 

Roosa  bonds  were  designed  to  provide  a  longer-term 
instrument  for  the  investment  of  dollars  accumulated  by 
foreign  monetary  authorities.  Most  of  them  have  been 
denominated  in  the  foreign  country's  currency  as  an 
added  attraction  to  the  purchasing  country.  A  total  of 
about  $1.5  billion  of  these  bonds  was  outstanding  as  of 
November  30,  1967. 

Since  its  reopening  in  1954,  the  free  market  for  gold 
in  London  has  re-emerged  as  the  largest  and  most  important 
center  in  the  world  for  free-market  gold  transactions. 
During  most  of  the  period  since  that  time  the  flow  of  gold 
to  the  London  market,  from  new  production  and  Russian  sales, 
has  exceeded  the  various  demands  on  it.   Accordingly,  the 
residual  supply  of  gold  was  absorbed  by  central  bank 
purchases  and  by  the  U.S.  Treasury  at  prices  varying  fairly 
closely  around  the  U.S.  fixed  price  of  $35  per  ounce.   For 
short  periods,  sudden  outbreaks  of  speculative  demand  for 
gold  substantially  exceeded  the  supply  available  to  the 
market.   Such  a  situation  occurred  in  October  1960  when 
the  market  price  rose  to  around  $40  and  aroused  widespread 
anxieties  concerning  the  international  monetary  system. 
The  U.S.  monetary  authorities  supported  the  Bank  of  England 
in  intervening  in  the  London  market  to  stabilize  the  price 
within  an  acceptable  range. 


-  29  - 

In   the  following  year,  after  a  similar  but  milder 
strain  on  the  London  market,  the  U.S.  authorities 
suggested  that,  in  view  of  the  mutuality  of  interest 
among  the  monetary  authorities  of  the  major  industrial 
countries  in  maintaining  orderly  conditions  in  the  gold 
and  exchange  markets,  an  informal  gold  selling  arrangement 
be  arranged  among  the  group  of  central  banks  that  are 
members  of  the  BIS  or  are  associated  with  it.   Under  the 
arrangement,  each  member  of  the  group  (Belgium,  France, 
Germany,  Italy,  The  Netherlands,  Switzerland,  the 
United  Kingdom  and  the  United  States)  undertook  to 
supply  an  agreed  proportion  of  such  net  gold  sales  to 
stabilize  the  market  as  the  Bank  of  England,  as  agent 
for  the  group,  determined  to  be  appropriate.   The  U.S. 
share  was  50  percent.   This  informal  arrangement  has 
essentially  been  continued  (without  French  participation 
since  mid-year  1967  and  with  the  U.S.  share  at  59  percent 
since  then) ,  both  as  to  purchasing  net  gold  acquisitions 
as  well  as  supplying  net  market  demand.   Representatives 
of  the  central  banks  participating  in  the  "pool"  meet 
periodically  at  Basle  to  discuss  all  aspects  of  the  gold 
and  foreign  exchange  markets,  providing  a  means  thereby 
to  coordinate  exchange  operating  policies  as  well  as  to 
keep  fully  informed  of  developments  in  the  London  and 
other  gold  markets . 

G.   The  Dollar  as  a  Transactions  Currency 

In  addition  to  its  role  as  the  international  monetary 
system's  major  reserve  currency,  the  dollar  is  also  the 
primary  international  means  of  payment  and  a  major  medium 
for  the  international  investment  of  short-term  funds. 
This  "transactions  demand"  for  dollars  has  grown  greatly 
over  the  whole  postwar  period.   In  recent  years  the  growing 
importance  of  the  Euro-dollar  market  has  provided  further 
illustrations  of  the  central  versatile  role  played  by  the 
dollar  in  private  international  financial  transactions ._!/ 

Chart  I,  entitled  "Liquid  Liabilities  to  Foreigners," 
gives  some  indication  of  how  rapidly  U.S.  liquid  liabilities 
to  nonofficial  foreigners  have  grown  in  the  recent  past. 
Liquid  liabilities  to  "other  foreigners" — foreign  commercial 
banks  (including  the  foreign  branches  of  U.S.  banks)  and  other 
private  foreigners--increased  over  the  period  1957  to  1967 
from  approximately  $6  billion  to  about  $16  billion.   These 


1/  Euro-dollars  are  deposits  in  banks  outside  the  United 
~   States,  principally  in  European  financial  centers,  that 
are  denominated  in  U.S.  dollars. 
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liquid  dollar  assets  of  foreigners  held  in  the  United 
States  are  invested  in  demand  and  time  deposits  and 
money  market  paper.   The  secular  growth  in  foreign 
private  dollar  holdings  can  be  expected  to  continue  in 
the  future  pari  passu  with  continued  expansion  in 
world  trade  and  other  international  transactions. 

The  existence  of  very  large  outstanding  dollar 
liabilities,  not  only  to  foreign  official  institutions 
("reserve-currency"  balances) ,  but  also  to  private 
foreign  individuals  and  organizations  ("transactions- 
currency"  balances)  underlines  the  importance  of 
maintaining  confidence  in  the  dollar  and,  more  generally, 
in  the  international  monetary  system  itself.   The  follow- 
ing chapter  of  this  paper,  which  deals  with  current 
problems  facing  the  international  monetary  system,  returns 
to  this  important  point. 

H.   Balance  of  Payments  Surpluses  and  Deficits 

When  a  country  consistently  loses  reserves,  it  is 
in  balance  of  payments  "deficit."   Conversely,  if  a 
country  consistently  gains  reserves,  it  has  a  "surplus" 
in  its  balance  of  payments. 

Strictly  speaking,  the  matter  is  more  complicated 
than  that.   "Surplus"  and  "deficit"  are  analytical  concepts 
with  a  variety  of  possible  definitions.   For  example,  it 
may  be  appropriate  in  some  circumstances  to  take  into 
account  changes  in  the  foreign  assets  and/or  liabilities 
of  the  country's  commercial  banking  system--as  well  as 
changes  in  official  reserves--in  measuring  a  deficit. 

The  measurement  of  the  U.S.  balance  of  payments 
deficit  is  more  complex  than  for  other  countries  because 
of  the  unique  position  of  the  U.S.  dollar,  and  was  examined 
by  a  special  review  committee. 1/   Following  this  report, 
the  conclusion  was  reached  that  no  single  indicator 
of  surplus  or  deficit  was  suitable  for  all  purposes.   The 
primary  measure  used  in  this  paper  is  the  balance  on  the 
"liquidity"  basis,  although  for  some  purposes  reference 
is  made  to  the  balance  on  the  "official  reserve  transactions" 
basis. 2/ 


\/   See  The  Balance  of  Payments  Statistics  of  the  United 
States  A  Review  and  Appraisal,  Report  of  the  Review 
Committee  for  Balance  of  Payments  Statistics  to  the 
Bureau  of  the  Budget  (E.M.  Bernstein,  Chairman),  U.S. 
Government  Printing  Office,  April  1965. 

2_/   For  the  differences  betv;een  these  tv/o  alternative 

""  measures  of  the  balance,  see  Chart  VII  in  Chapter  III 
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Balance  of  payments  surpluses  and  deficits  some- 
times are  desired.   This  was  the  case  in  the  early  1950's, 
for  example,  when  (on  the  definitions  of  surplus  and 
deficit  then  in  use)  the  European  countries  undergoing 
reconstruction  had  surpluses  and  the  United  States  had 
deficits.   These  deficits  and  surpluses  enabled  the 
European  countries  to  build  up  their  reserves;  the 
declines  in  the  swollen  U.S.  gold  reserves  and  the 
increases  in  our  reserve-currency  liabilities--represent- 
ing  as  they  did  a  redistribution  and  augmentation  of  the 
world's  stock  of  reserve  assets--were  universally  welcomed 
as  such. 

On  the  other  hand,  large  and  persistent  payments 
imbalances,  either  surplus  or  deficit,  are  not  sustainable 
and  can  give  rise  to  instability  in  the  international 
monetary  system.   There  is  an  obvious  limit  to  imbalances 
of  the  deficit  type:   countries  can  support  their  exchange 
rates  with  their  reserves  and  credit  facilities  only  so 
long  as  they  have  reserves  or  can  arrange  further  credit. 
In  the  case  of  a  reserve-currency  country,  there  are 
limits  to  the  willingness  of  private  and  official  holders 
abroad  to  accumulate  that  currency.   The  limits  on  the 
ability  of  countries  to  run  large  and  persistent  surpluses 
are  much  less  clear.  Vlhat   is  clear,  however,,  is  that  large 
and  persistent  surpluses  impose  strains  on  the  international 
monetary  system  as  great  as  those  resulting  from  large  and 
persistent  deficits. 

I .   The  Adjustment  Process — Basic  Objectives 

Each  individual  country  has  its  own  multiple  economic 
and  social  objectives.   These  include  full  employment  and 
a  satisfactory  rate  of  growth,  reasonable  price  stability, 
an  equitable  distribution  of  income,  and  balanced  regional 
and  sectoral  development.   While  seeking  to  attain  these 
objectives,  as  already  noted,  countries  must  also  avoid 
large  and  persistent  imbalances  in  their  external  accounts. 
It  is  also  widely  agreed  (in  the  words  of  the  Convention 
setting  up  the  Organization  for  Economic  Co-operation  and 
Development)  that  countries  should  "promote  policies 
designed  to  contribute  to  the*  expansion  of  v^orld  trade  on 
a  multilateral,  nondiscriminatory  basis  in  accordance  with 
international  obligations . " 

The  international  monetary  system  set  up  at  Bretton 
Woods  and  based  on  a  pattern  of  stable  exchange  rates  was 
then  and  is  now  believed  by  its  participants  to  be  the 
most  appropriate  system  designed  to  foster  these  objectives. 
The  system  has  evolved  over  time  to  meet  changing  needs 
and  problems.   It  is  once  again  going  through  a  key 
evolutionary  stage,  as  the  work  on  proposed  amendments  to 
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the  IMF  Articles  of  Agreement  reaches  completion,  to 
establish  a  facility  for  deliberate  reserve  creation 
(see  below)  and  to  improve  certain  rules  and  practices 
of  the  Fund. 

The  simultaneous  achievement  of  all  the  economic 
and  social  objectives  described  above,  even  for  an 
individual  country,  is  far  from  easy.   Governments  have 
only  a  limited  number  of  policy  tools  at  their  disposal. 
They  have  not  always  been  able  or  willing  to  use  these 
tools  in  appropriate  combinations.   Governments  in 
different  countries  attach  different  priorities  to 
achievement  of  various  internal  and  external  aims.   The 
nature  of  imbalances  in  payments,  as  well  as  the  appro- 
priate range  and  mix  of  instruments  required  to  deal  with 
them,  can  vary  substantially  from  country  to  country  in 
line  with  wide  differences  in  economic  and  financial 
structure  and  in  the  nature  of  political  institutions. 

These  difficulties  have  important  implications  for 
the  speed  and  effectiveness  with  which  the  adjustment  of 
payments  imbalances  can  be  attained.   The  adjustment 
process  may  work  somewhat  imperfectly,  and  in  any  case 
is  apt  to  be  gradual.   In  a  few  difficult  cases,  adjustment 
of  payments  imbalances  may  not  take  place  at  all,  or  will 
take  place  only  with  the  costly  sacrifice  of  some  of  the 
basic  objectives  that  the  system  is  intended  to  advance, 
unless  a  large  measure  of  multilateral  cooperation  is 
brought  to  bear  on  the  problem. 

J.   The  Adjustment  Process — Need  for  Multilateral  Cooperation 

The  need  for  multilateral  cooperation  in  achieving 
and  maintaining  balance  of  payments  equilibrium  has  become 
increasingly  widely  recognized  in  the  last  few  years.   An 
understanding  of  this  need  has  been  particularly  advanced 
by  an  international  working  group  formed  under  the  auspices 
of  the  Organization  for  Economic  Co-operation  and  Develop- 
ment (OECD) .   The  Economic  Policy  Committee  of  the  OECD 
established  a  Working  Party  in  1961  for  the  specific 
purpose  of  promoting  better  international  payments  equilibrium. 
This  group,  consisting  of  senior  officials  from  Ministries 
of  Finance  and  other  key  government  agencies  and  Central 
Banks  concerned  with  balance  of  payments  questions,  has  met 
together  at  approximately  six-to-eight  week  intervals  ever 
since.   In  1964,  the  Ministers  and  Governors  of  the  ten 
countries  participating  in  the  General  Arrangements  to 
Borrow  suggested  that  this  OECD  working  party,  known  as 
Working  Party  3,  make  a  study  of  the  balance  of  payments 
adjustment  process  with  a  view  toward  improving  the  process 
of  continuing  international  consultation  and  cooperation. 
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The  Working  Party's  report  on  this  subject  was 
issued  in  August  1966.   In  addition  to  endorsing  the 
commonly  agreed  view  that  prolonged  imbalance  in  either 
direction  is  in  general  undesirable,  the  Working  Party 
also  noted  that  "the  objectives  of  international  con- 
sultation are  broader  and  more  general  than  the  mere 
avoidance  of  imbalance.   The  purpose  of  consultation 
regarding  adjustment  policies  is  to  ensure  that  the 
policies  pursued  by  individual  countries  do  not  hinder 
others  in  the  pursuit  of  the  general  aims  of  economic 
policy;  more  positively,  the  object  is  to  ensure  that 
as  far  as  possible  countries,  while  avoiding  imbalance, 
collectively  support  each  other  in  their  policies." 

The  Working  Party's  report  does  not  fail  to  point 
out  that  there  are  often  inherent  difficulties  in 
managing  an  economy  in  a  way  which  is  consistent  with 
domestic  objectives,  with  the  aims  of  its  trading  partners, 
with  stable  exchange  rates,  and  with  the  general  health 
of  the  world  economy.   But  it  also  recognizes  that  there 
is  clear  room  for  improvement  and  that  improvement  is  an 
urgent  order  of  business.   The  report  describes  appropriate 
methods  of  dealing  with  these  problems  in  different  circum- 
stances.  It  refers  specifically  to  the  need  for  clearer 
formulation  of  balance  of  payments  aims;  early  identifi- 
cation and  better  diagnosis  of  payments  problems;  new  and 
more  selective  instruments  of  economic  policy;  more  timely 
action  to  correct  inappropriate  demand  levels,  competitive 
positions  and  capital  flows;  and  a  further  strengthening 
of  the  processes  of  international  consultation. 

The  U.S.  Government  has  strongly  supported  the 
Working  Party's  report  and  its  recommendations.   At  the 
recent  meeting,  November  30  to  December  1,  of  the  Ministers 
of  the  countries  belonging  to  the  OECD,  for  example,  the 
United  States  representative.  Under  Secretary  of  State 
Eugene  V.  Rostow,  said: 

"We  have  no  doubt  that  the  Atlantic  countries 
can  resolve  this  problem,  if  they  deal  with  it 
together,  in  ways  which  fortify  the  world  monetary 
system  and  permit  an  early  and  assured  return  to 
growth  patterns  closer  to  our  full  employment  objectives, 
All  I  am  suggesting  today  is  that  we  recognize  that 
some  aspects  of  the  adjustment  process  require 
cooperative  solutions  and  that  we  set  about  promptly 
to  find  them.   Cooperation  in  handling  the  adjustment 
process,  I  suggest,  is  the  next  major  step  after  Rio 
[see  below  for  a  discussion  of  the  agreement  reached 
in  Rio  de  Janeiro  in  September  1967]  for  us  to  take 
in  improving  our  machinery  for  managing  the  monetary 
system. " 
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K.   The  Adjustment  Process — Equilibrium  for  the 
System  as  a  Whole 

For  any  country  to  reduce  its  deficit  or  move  into 
surplus,  it  is  generally  necessary  for  other  countries 
to  reduce  surpluses  or  increase  deficits.   This  is  simply 
a  statement  of  what  must  happen  mechanically  and 
statistically  if  payments  imbalances  are  to  be  adjusted 
at  all. 

This  inescapable  interdependence  of  surpluses  and 
deficits  makes  it  very  clear  that  countries  must  have 
compatible  balance  of  payments  aims  if  the  whole  system 
is  not  to  be  working  at  cross  purposes.   If  all  the 
countries  in  the  system  that  are  in  surplus  set  their 
policies  in  such  a  way  as  to  have  continued  surpluses, 
while  deficit  countries  take  active  measures  to  eliminate 
their  deficits,  then  either  the  deficit  countries  will 
still  find  themselves  running  deficits  or  else  surplus 
countries  will  find  that  they  have  not  been  able  to 
attain  their  targeted  surpluses.   All  countries  together 
cannot  possibly  achieve  these  inconsistent  aims;  someone 
is  bound  to  be  disappointed. 

Virtually  all  countries  take  it  as  their  balance 
of  payments  objective  to  be  in  surplus  (and  so  to  have 
growing  reserves)  over  time.   Few  if  any  countries  have 
indicated  either  a  policy  or  a  willingness  to  have  their 
reserves  fluctuate  around  a  fixed  level  rather  than  around 
an  upward  trend. 

It  is  understandable  why  countries  tend  to  have 
this  preference  for  surpluses.   The  volume  of  trade  and 
other  international  transactions  has  a  strong  upward  trend. 
It  is  a  reasonable  presumption  that,  because  of  this  trend, 
the  absolute  size  of  imbalances  will  also  increase  over 
time.   These  facts  alone  suggest  that  reserves  should 
likewise  have  an  upward  trend  if  they  are  to  continue  to  be 
adequate  to  support  the  fixed  exchange  rate  against 
balance  of  payments  swings.   Another  factor  leading  coun- 
tries not  to  attempt  to  reduce  their  surpluses  may  be  a 
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propensity  to  discount  an  existing  surplus  as  partly 
or  wholly  "temporary;"  it  is  natural  and  prudent  to 
conduct  affairs  so  as  to  prepare  for  "rainy  weather" 
in  the  future,  and  not  to  presume  that  current  good 
fortune  will  continue.   Even  to  the  extent  that  coun- 
tries aim  at  a  long-run  objective   of  a  zero  surplus 
over  time,  which  they  tend  not  to  do,  they  still 
probably  react  more  quickly  to  a  deficit  situation 
than  when  they  are  in  surplus  (if  only  because 
countries  in  surplus  are  under  much  less  urgent  and 
intense  pressures  to  act  to  reduce  the  imbalance) . 

Given  the  set  of   prevailing  attitudes  which 
makes  an  upward  trend  in  reserves  (balance  of  payments 
surplus)  the  targeted  long-run  "norm"  for  each  country 
taken  individually,  the  obvious  question  suggests  itself: 
when,  if  at  all,  can  the  international  monetary  system 
as  a  whole  be  in  equilibrium?   Given  that  it  is  diffi- 
cult enough  to  bring  about  adjustment  of  payments  im- 
balances even  under  ideal  conditions  where  deficit 
countries  take  actions  to  reduce  deficits  and  surplus 
countries  willingly  take  cooperative  actions  to  reduce 
their  surpluses,  how  can  the  system  possibly  function 
smoothly  when  countries  in  surplus  by  and  large  do  not 
want  to  see  their  surpluses  reduced? 

Happily,  there  is  a  solution  to  this  dilemma.   It 
is  not  the  case  that  for  every  dollar  of  surplus  in  the 
system  there  must  be  an  exactly  offsetting  dollar  of 
deficit.   When  the  gross  deficits  and  gross  surpluses 
(consistently  defined)  of  all  countries  are  offset  against 
each  other,  the  sum  of  the  surpluses  can  exceed  the  sum 
of  the  deficits  by  the  amount  of  new  reserves  being  added 
to  the  system  which  are  not  at  the  same  time  the  liability 
of  a  particular  country.   The  key  point  of  this  relation- 
ship is  that  if  new  reserves  of  the  appropriate  kind  are 
flowing  into  the  system,  it  _is  possible  for  some  countries 
to  satisfy  their  pref erencesT^or  reserve  increases  without 
necessitating  that  other  countries  be  in  corresponding 
deficit. 

Up  to  the  present  time,  the  only  "new  reserves" 
which  have  allowed  this  margin  to  exist  have  been  increases 
in  countries'  monetary  gold  stocks.   When  newly-mined 
gold  is  sold  to  a  monetary  authority,  that  government  has 
a  reserve  gain  without  any  other  country  having  experienced 
a  deficit.   When  the  dollar  component  of  world  reserves 
increases,  on  the  other  hand,  this  increase  in  reserves 
does  not  allow  the  system  as  a  whole  to  have  a  margin  of 
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surpluses  exceeding  deficits.   When  the  rest  of  the 
world  adds  to  its  dollar  reserves,  these  new  assets 
are  also  an  increase  in  U.S.  reserve-currency  lia- 
bilities, and  there  is  therefore  a  U.S.  deficit 
corresponding  to  the  surplus  of  the  rest  of  the  world. 
However,  gold  is  not  the  only  reserve  asset  that  is 
capable  of  permitting  the  system  to  have  a  situation 
in  which  the  sum  of  surpluses  exceeds  the  sum  of 
deficits.   Deliberately  created  new  reserve  assets, 
such  as  the  proposed  Special  Drawing  Rights  (SDR) 
described  in  the  next  chapter,  will  serve  this 
function  equally  v/ell. 

Equilibrium  for  the  system  as  a  whole  thus 
requires  that  new  reserves--gold  or  new  reserve  assets 
such  as  SDR--be  added  to  the  system  at  such  a  rate 
that  the  sum  of  surpluses  can  exceed  the  sum  of  deficits 
by  a  reasonable  margin.   This  condition  for  "equilibrium" 
of  the  system  should  be  thought  of  as  a  necessary,  but 
not  sufficient,  condition.   Other  considerations,  such 
as  the  degree  to  which  the  system  is  promoting  the 
achievement  of  its  basic  objectives,  also  need  to  be 
taken  into  account. 

Only  under  these  conditions  is  there  a  good  chance 
of  making  countries'  balance  of  payments  aims  mutually 
compatible;   only  then  is  there  a  plausible  hope  of 
attaining  the  objectives  the  system  is  intended  to  pro- 
mote, including  relative  freedom  from  trade  and  payments 
restrictions  while  still  getting  the  adjustment  of  pay- 
ments imbalances  to  proceed  smoothly. 

What  is  a  "reasonable"  margin  by  which  surpluses 
should  exceed  deficits?   The  answer  to  this  question  is 
not  fully  clear  to  the  financial  experts  and  economists 
who  have  studied  this  question.   Broadly  speaking,  the 
rate  at  which  new  reserves  should  be  added  to  the  system 
should  probably  bear  some  relationship  to  the  rate  at 
which  international  transactions  are  expanding  (though 
the  two  rates  need  not  be  the  same  and  there  is  no 
necessity  for  a  precise  relationship) .   The  margin  should 
not  be  too  small,  and  certainly  should  not  be  negative. 
Nor  should  the  margin  be  an  excessive  one.   At  either  of 
these  two  extremes,  one  would  have  to  say  that  the  system  as  a 
whole  was  in  "disequilibrium." 
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It  is  important  to  be  clear  on  the  fact  that 
the  above  condition  for  equilibriiim  of  the  system, 
if  satisfied,  in  no  way  reduces  the  need  for  countries 
to  avoid  large  and  persistent  imbalances  in  their 
external  payments.   It  is  still  imperative  for  countries 
in  large  or  prolonged  deficit  to  reduce  their  imbalance. 
And  it  is  just  as  important  as  ever  for  countries  with 
large  and  persistent  surpluses  to  reduce  these  surpluses 
to  the  point  where  they  are  moderate  and  broadly  con- 
sonant with  the  rate  at  which  reserves  are  growing  in 
the  system  as  a  whole.   The  need  for  adjustment  is  not 
removed.   The  margin  by  which  surpluses  exceed  deficits 
only  means  that,  for  each  country  individually  and  for 
the  system  as  a  whole,  adjustment  takes  place  around 
an  upward  trend  in  reserves  rather  than  around  a 
constant  level. 


Current  Problems  Facing  the 
International  Monetary  System 
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II .   Current  Problems  Facing  the  International 
Monetary  System 


A.   The  Need  for  a  New  Reserve  Asset 

The  first  chapter  of  this  paper  pointed  out  that 
virtually  all  countries  want  to  see  their  reserves 
growing  over  time,  and  that  the  international  mone- 
tary system  as  a  whole  can  only  be  in  equilibrium  if 
new  reserves  of  a  particular  sort  are  being  added  to 
the  system  at  a  rate  sufficient  to  permit  the  sum  of 
surpluses  to  exceed  the  sum  of  deficits  by  a  reasonable 
margin.   One  of  the  current  problems  facing  the  mone- 
tary system  is  that  this  condition  for  equilibrium  of 
the  system  is  not  any  longer  being  satisfied. 

New  amounts  of  gold  are  no  longer  being  added  to 
monetary  reserves.   Monetary  gold  stocks  have  even 
declined  in  the  last  two  years,  as  shown  in  Table  1 
(although  part  of  this  reduction  in  the  gold  reserves 
of  countries  gave  rise  to  reserve  claims  on  the  Fund 
as  gold  was  paid  in  to  the  Fund  in  connection  with  the 
1965-66  increase  in  IMF  quotas) .   On  the  production 
side,  newly-mined  gold  output--the  bulk  of  which  comes 
from  South  Africa--will  be  increasing  slowly  at  best 
in  the  next  few  years.   Experts  predict  that  declines 
in  output  will  eventually  occur.   On  the  consumption 
side,  private  demands  for  gold  have  been  rising.   The 
use  of  gold  for  artistic  and  industrial  purposes  has 
had  an  upward  trend,  as  can  be  seen  from  the  table, 
and  this  trend  is  expected  to  continue.  1./   The  re- 
mainder of  private  gold  absorption,  referred  to  in  the 
table  as  "residual"  private  demand,  is  composed  of  two 
elements:   traditional  demand  for  gold  as  an  asset  in 
which  to  invest  savings,  and  demand  of  a  more  specula- 
tive nature  based  on  expectations  of  an  increase  in 
the  price  of  gold.   The  latter  speculative  demand  can 


TT  Data  on  the  private  absorption  of  gold  are  frag- 
mentary.  The  distinction  between  "industrial 
and  artistic"  uses  on  the  one  hand  and  "hoarding" 
on  the  other  is  not  a  clear  one,  and  the  figures 
in  the  table  are  only  estimates. 
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be  expected  to  subside  as  doubts  about  the  stability 
of  the  international  monetary  system  and  the  gold 
price  are  resolved  (see  below) .   But  the  former  so- 
called  "savings"  demand  for  gold,  which  is  of  signif- 
icance primarily  in  less-developed  countries  and  in 
some  countries  on  the  European  continent,  may  well 
rise  over  time  as  incomes  rise.   From  the  development 
point  of  view,  of  course,  it  would  be  better  to  devise 
mechanisms  to  channel  increased  savings  from  increased 
incomes  into  productive  investment  instead  of  into  a 
sterile  asset--gold. 

These  considerations  make  it  clear  that  the  inter- 
national monetary  system  cannot  look  to  gold  alone  to 
satisfy  the  need  for  a  secular  growth  in  reserves. 

It  was  previously  pointed  out  that  new  gold  taken 
into  monetary  reserves  has  historically  been  the  only 
component  of  world  reserve  growth  that  makes  possible 
an  excess  of  total  surpluses  over  total  deficits.   The 
fact  that  monetary  gold  reserves  declined  in  1967  takes 
on  an  added  significance  when  viewed  in  this  light. 
There  has  been  no  scope  at  all  for  some  countries  to 
be  in  surplus  without  other  countries  being  in  deficit. 

What  about  sources  of  growth  in  world  reserves 
other  than  gold?  Is  it  possible  to  rely  on  them  in 
the  future? 

Certainly  it  has  been  true  that  these  other 
sources  have  supplied  the  greatest  part  of  increases 
in  reserves  in  the  postwar  period.   Table  2  presents 
some  data  on  the  sources  of  growth  in  the  1950-67 
period.   From  that  table  it  can  be  seen  that  additions 
to  foreign  exchange  reserves  (overwhelmingly  dollars)i/ 
accounted  for  more  than  half  of  the  total  increase  in 
world  reserves  over  the  whole  period  from  1950  through 
1964. 


3^/  Table  2  does  not  show  the  breakdown  between  the 
dollar  component  of  foreign  exchange  reserves  and 
the  component  held  in  other  currencies.   Since  offi- 
cial reserves  held  in  the  form  of  sterling  assets 
have  actually  declined  since  1950,  line  B  in  Table 
2  tends  to  understate  the  extent  to  which  world  re- 
serve growth  over  the  1950-64  period  depended  on 
increases  in  official  dollar  holdings. 
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There  is  now  widespread  agreement,  however,  that 
it  is  no  longer  desirable  for  dollars  (or  other  re- 
serve currencies)  to  supply  the  major  part  of  future 
additions  to  the  world  reserve  pool.   A  continuous 
growth  in  dollar  reserves,  which  was  welcomed  in  the 
early  1950 's,  has  gradually  come  to  be  regarded  as  a 
mixed  blessing,  and  then  as  a  growing  strain  on  the 
international  banking  position  of  the  United  States. 
The  reasons  for  this  change  in  attitude  are  easy  to 
understand.   When  foreign  countries  elect  to  retain 
part  or  all  of  their  reserve  increases  in  the  form  of 
dollars,  these  actions  help  to  satisfy  the  need  for 
expansion  in  world  reserves.   On  the  other  hand,  when 
the  rest  of  the  world  taken  together  is  experiencing 
reserve  gains  (which,  as  noted  above,  must  be  regarded 
as  the  norm  which  countries  individually  will  seek  to 
attain  over  time) ,  and  when  the  reserve  gains  are  held 
in  dollars,  the  United  States  necessarily  has  a  deteri- 
oration in  its  liquidity  position.   The  deterioration 
of  the  U.  S.  liquidity  position  which  took  place  in  the 
early  postwar  period  of  so-called  "dollar  shortage"  was 
generally  regarded  as  a  good  thing  for  the  world 
economy.   But  of  course  the  deterioration  could  not 
continue  forever. 

Given  the  fact  that  gold  is  not  likely  to  supply 
major  additions  to  world  reserves  in  the  future,  it  is 
often  pointed  out  that  the  international  monetary 
system  seems  to  be  in  a  dilemma.   If  the  United  States 
does  not  expand  its  reserve-currency  liabilities 
(which,  so  long  as  the  rest  of  the  world  is  gaining 
reserves,  means  an  "official  settlements"  deficit  for 
the  United  States) ,  the  growth  of  reserves  may  be  in- 
adequate.  If  on  the  other  hand  the  United  States  does 
expand  its  reserve-currency  liabilities,  the  U.  S. 
liquidity  position  and  confidence  in  the  dollar  will 
deteriorate,  ultimately  undermining  the  stability  of 
the  system  itself.   On  this  reading  of  the  problem, 
world  reserves  are  bound  to  be  either  short  in  quantity 
or  shaky  in  quality. 

Charts  II  and  III  at  the  end  of  this  chapter  show 
the  relationship  of  the  growth  trends  of  world  trade 
and  reserves  over  the  period  1953-67.   Chart  IV  traces 
the  growth  of  reserves  in  various  geographical  areas, 
and  Chart  V  shows  the  three  main  components  of  world 
reserves,  in  the  period  1948-66. 
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Although  growth  in  reserve-currency  holdings  of 
dollars  has  been  the  major  factor  in  world  reserve 
increases,  there  has  been  a  moderate  increase  in 
"reserve  positions  in  the  IMF"  (for  a  description, 
see  Chapter  I)  and  minor  increases  due  to  other 
factors.   These  other  sources  of  reserve  growth, 
which  are  referred  to  as  "non-traditional"  sources 
in  Table  2,  were  particularly  important  in  the  last 
three  years.   While  additions  to  monetary  gold  and 
increases  in  reserve  currencies  were  either  declining 
or  failing  to  increase,  in  other  words,  these  non- 
traditional  sources  were  to  some  extent  filling  the 
breach.   Not  much  comfort  can  be  drawn  from  this  fact, 
however,  for  the  scope  for  further  large  increases  in 
reserve  growth  from  these  sources  is  not  extensive. 
For  example,  the  role  played  by  reserve  positions  in 
the  Fund  in  adding  to  total  world  reserves,  though 
very  substantial  in  1965-66,  was  actually  negative  in 
1967  (as  the  United  Kingdom  and  others  repaid  earlier 
drawings  on  the  Fund) . 

When  all  the  considerations  enumerated  above  are 
set  alongside  one  another,  it  is  clear  that  a  new 
reserve  asset  is  needed  in  the  international  monetary 
system.   A  new  asset  is  needed  to  ensure  that  the  rate 
at  which  reserves  are  increasing  in  the  system  as  a 
whole  is  adequate  to  prevent  countries  from  having 
to  sacrifice  basic  economic  objectives  as  they 
compete  to  achieve  their  targets  of  balance  of  payments 
surpluses  over  time.   A  new  reserve  asset  is  also 
needed  to  ensure  that  the  growth  in  reserves  which  does 
take  place  is  the  type  of  growth  which  reinforces, 
rather  than  undermines,  the  stability  of  the  system. 
The  type  of  new  asset  that  is  needed  is  one  that  can 
function  as  a  genuine  supplement  to  gold.   It  must  be 
created  and  treated  in  such  a  way  as  to  allow  the  sys- 
tem as  a  whole  to  have  a  margin  by  which  surpluses  can 
exceed  deficits. 

It  is  sometimes  argued  that  the  above  analysis 
does  not  lead  to  the  conclusion  that  a  new  reserve 
asset  is  desirable  and  necessary.   There  are  two 
extreme  points  of  view  which  maintain  this  position, 
at  opposite  poles  from  one  another.   The  first  view 
challenges  the  fundamental  premise  underlying  the 
analysis — that  a  system  of  stable  exchange  rates  and 
growing  reserves  constitutes  the  best  environment  for 
promoting  and  harmonizing  countries'  basic  economic 
objectives.   Proponents  of  this  view  favor  an  entirely 
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different  kind  of  international  monetary  system  based 
on  freely  fluctuating  exchange  rates,  in  which  re- 
serves of  any  type  would  play  a  relatively  minor  role. 
Advocates  of  the  second  extreme  view  favor  a  general 
increase  in  the  price  of  gold,  and  argue  that  if  this 
step  were  taken,  gold  reserves  would  then  be  adequate 
and  creation  of  a  new  reserve  asset  would  therefore 
be  unnecessary. 

Neither  of  these  views  has  found  any  significant 
support  within  governments  or  business  and  financial 
communities.   Meanwhile,  the  member  countries  of  the 
International  Monetary  Fund  have  not  shown  any  desire 
to  abandon  the  institutional  framework  which  has 
proved  itself  so  well  in  the  postwar  period.   Rather 
than  embarking  on  an  uncharted  course  that  would  be 
littered  with  pitfalls  and  uncertainties,  it  is  clearly 
more  sensible  for  all  countries  to  cooperate  together 
to  bring  about  evolutionary  changes  in  the  present 
system  that  can  build,  and  improve  upon,  the  achieve- 
ments of  the  past. 

There  is  even  less  support  for  the  extreme  step 
of  an  increase  in  the  price  of  gold  than  there  is  for 
a  radical  transition  to  a  world  of  fluctuating  exchange 
rates.   Any  such  action  would  disturb  the  long-standing 
equality  of  gold  and  dollars  as  components  of  monetary 
reserves,  and  would  mean  that  monetary  authorities 
in  the  future  would  give  a  preference  to  gold  over 
other  monetary  reserves.   This  would  be  inequitable 
and  prejudicial  to  the  interest  of  countries  which 
have  held  a  large  portion  of  their  reserves  in  the 
form  of  dollars.   Moreover,  a  large-scale  increase  in 
the  price  of  gold  would  abruptly  supply  the  world  with 
very  large  amounts  of  additional  reserves,  rather  than 
providing  for  the  moderate  annual  growth  in  reserves 
which  is  most  suited  to  an  efficient  and  sensible 
course  of  monetary  evolution.   The  higher  price  of 
gold  would  provide  windfall  advantages  to  the  gold- 
producing  areas  of  the  world,  including  the  Soviet 
Union,  and  to  those  countries  which  have  built  up  dis- 
proportionately large  holdings  of  reserves  in  the 
form  of  gold.   Moreover,  reliance  on  this  crude  method 
of  reserve  expansion  would  only  postpone  for  a  time 
the  development  of  another  period  of  tension  and  strain 
in  the  monetary  system,  featured  by  gold  speculation 
in  anticipation  of  another  round  of  increases  in  the 
price  of  gold.   For  these  and  other  reasons  the  "Group 
of  Ten"  countries  have  conducted  their  work  on  the 
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improvement  of  the  international  monetary  system  on 
the  general  basis,  adopted  in  1964,  that  "a  structure 
based,  as  the  present  is,  on  fixed  exchange  rates  and 
the  established  price  of  gold,  has  proved  its  value 
as  a  foundation  on  which  to  build  for  the  future." 

The  recent  uneasiness  in  gold  markets  and  dis- 
cussion in  some  quarters  of  the  revaluation  of  gold 
may  be  regarded  as  symptoms  of  the  current  problems 
facing  the  international  monetary  system.   Gold  is 
pre-eminently  a  monetary  metal,  and  its  price  is  deter- 
mined by  the  action  of  the  major  monetary  authorities 
in  acquiring  it  at  a  fixed  price.   It  is  and  should 
continue  to  be  a  stable  and  useful  component  of  mone- 
tary reserves  and  not  a  means  of  speculating  in  antici- 
pation of  changes  in  the  relative  value  of  the  compo- 
nents of  international  reserves.   It  is  of  fundamental 
importance  to  the  international  monetary  system  that 
there  be  no  change  in  the  monetary  value  of  gold  and 
the  dollar  relative  to  each  other.   The  President  has 
made  clear  that  the  United  States  will  utilize  its 
resources  and  adopt  the  policies  necessary  to  maintain 
this  essential  monetary  relationship. 

B.   The  Rio  Agreement:   Special  Drawing  Rights 

Fortunately,  plans  for  the  creation  of  a  supple- 
mentary reserve  asset,  by  conscious  decisions  of  the 
world's  monetary  authorities,  are  well  advanced. 

Background  and  Negotiations  Leading  Up  to  the 
Rio  Agreement.   In  his  1961  message  to  the  Congress 
on  the  balance  of  payments  and  gold,  President  Kennedy 
pointed  to  the  need  for  increased  cooperation  among  the 
industrialized  countries  in  order  to  maintain  world 
growth  and  stability.   It  was  recognized  that  the 
recent  strengthening  of  a  number  of  currencies,  partic- 
ularly in  Europe,  improved  trade  and  reserve  positions, 
widespread  currency  convertibility,  and  greater  free- 
dom for  capital  movements  made  likely  greater  swings  in 
balance  of  payments  positions.   This  meant  that  there 
would  be  greater  susceptibility  to  disruptive  short- 
term  capital  flows  among  the  industrialized  nations. 
While  resources  of  the  International  Monetary  Fund 
were  probably  sufficient  to  deal  with  the  balance  of 
payments  problems  of  most  of  its  membership,  its  re- 
sources in  the  currencies  of  the  principal  industrial 
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countries  might  not  be  sufficient  to  meet  a  major 
threat  to  the  international  monetary  system.   A  bor- 
rowing arrangement  to  meet  this  special  problem  was 
negotiated  in  1961,  following  discussions  by  a  group 
of  Governors  of  the  Fund  at  their  September  Annual 
Meeting  held  in  Vienna. 

Under  this  agreement,  the  General  Arrangements 
to  Borrow,  which  became  effective  in  1962,  ten  coun- 
tries undertook  to  lend  to  the  Fund  specified  amounts 
of  their  currencies  aggregating  $6  billion  if  supple- 
mentary resources  were  needed  to  forestall  or  cope 
with  an  impairm.ent  of  the  international  monetary  sys- 
tem.  The  United  States  commitment  under  this  arrange- 
ment, which  was  renewed  in  1966,  is  $2  billion.   Other 
participants  are:   Belgium,  Canada,  France,  Germany, 
Italy,  Japan,  the  Netherlands,  Sweden  and  the  United 
Kingdom.   Switzerland,  though  not  a  member  of  the  Fund, 
undertook  special  bilateral  arrangements  with  the  Fund 
in  order  to  associate  itself  with  the  arrangements. 

This  association,  the  "Group  of  Ten",  thereby  was 
formed  through  a  mutual  concern  with  the  operations 
and  strength  of  the  international  monetary  system.   In 
October,  1963,  the  Ministers  and  Central  Bank  Governors 
of  the  Ten  asked  their  Deputies  to  "undertake  a  thor- 
ough examination  of  the  outlook  for  the  functioning  of 
the  international  monetary  system  and  of  its  future 
needs  for  liquidity." 

On  the  basis  of  the  very  thorough  study  and  re- 
port that  resulted  from  this  directive,  the  Ministers 
and  Governors  concluded,  in  a  statement  of  August, 

1964,  that  "the  supply  of  gold  and  foreign  exchange 
may  prove  to  be  inadequate  for  the  over-all  reserve 
needs  of  the  world  economy."   They  thereupon  author- 
ized a  study  of  how  to  remedy  this  prospective  short- 
age, through  the  creation  of  a  new  reserve  asset. 

From  the  summer  of  1964  through  the  summer  of 

1965,  a  group  of  technical  experts  from  Treasuries 
and  Central  Banks  labored  to  bring  into  being  a  body 
of  knowledge  in  this  area.   The  result  was  the  Report 
of  the  Study  Group  on  the  Creation  of  Reserve  Assets — 
better  known  as  the  Ossola  Group,  made  public  in 
August,  1965.   This  report  provided  an  inventory  of 
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the  techniques  by  which  reserves  could  be  deliberately 
created  and  an  analysis  of  the  arguments  for  and 
against  the  use  of  each  of  these  techniques. 

It  was  at  this  point  that  the  Secretary  of 
the  Treasury,  acting  on  the  authority  of  President 
Johnson,  announced  that  the  United  States  was  ready 
to  participate  in  high-level  negotiations  on 
reserve  creation.   At  about  the  same  time,  there  be- 
came available  a  report  by  the  Subcommittee  on  Inter- 
national Exchange  and  Payments  of  the  Joint  Economic  Com- 
mittee of  the  Congress  of  the  United  States,  under 
the  Chairmanship  of  Congressman  Henry  Reuss  of  Wis- 
consin, called,  "Guidelines  for  Improving  the  Inter- 
national Monetary  System."   Where  the  Ossola  Report, 
by  request  of  the  Ministers  and  Governors,  dealt  with 
the  technical  aspects  of  the  problem,  the  Guidelines 
Report  performed  the  invaluable  service  of  providing  a 
legislative  estimate  of  the  urgency  and  dimensions  of 
the  problem  under  the  highly-respected  imprint  of  the 
Joint  Economic  Committee.   Its  basic  conclusion  was: 

"World  liquidity  needs  cannot  adequately  be 
met  by  existing  sources  of  reserves  (gold, 
dollars,  and  pounds  sterling)  or  even  by  the 
addition  of  new  reserve  currencies.   New  ways 
of  creating  international  reserves  must  be 
sought. " 

The  Report  stated,  further,  that: 

"The  need  for  action  is  pressing." 

In  order  to  ascertain  the  views  of  other  coun- 
tries. Secretary  Fowler  undertook  personal  and  individual 
consultations  with  the  other  Ministers  and  Governors  of 
the  Ten.   These  individual  consultations  revealed  a 
basis  for  joint  progress. 

As  a  result,  at  the  time  of  the  Annual  Meeting  of 
the  Fund  in  September,  1965,  it  was  agreed  that  the 
Deputies  of  the  Ministers  and  Governors  of  the  Group 
of  Ten  Countries  should  examine  the  various  proposals 
for  reserve  creation  to  ascertain  whether  or  not  there 
was  a  basis  for  agreement  on  major  points.   In  the 
meantime,  the  Executive  Directors  and  staff  of  the 
International  Monetary  Fund  were  carrying  on  construc- 
tive studies  of  the  problem. 
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At  a  Ministerial  meeting  of  the  Group  of  Ten, 
July  25-26,  1966,  in  The  Hague,  the  Ministers  and 
Governors  of  the  Ten  considered  a  report  of  their 
Deputies  that  represented  a  year  of  search  for  agree- 
ment on  the  essential  elements  of  a  plan  for  deliberate 
reserve  creation.   In  addition. to  these  elements  of 
essential  agreement,  the  Deputies'  Report  contained 
five  workable  schemes  for  the  mechanism  of  reserve 
creation 

Basing  their  work  on  this  report,  the  Ministers 
and  Governors,  in  their  Hague  communique,  agreed  on 
basic  principles  for  reserve  creation.   They  reiter- 
ated their  earlier  conclusion  that  existing  sources 
of  reserves  would  not  provide  an  adequate  basis  for 
world  trade  and  payments  in  the  longer  run.   They 
instructed  their  Deputies  to  begin  a  second  stage  of 
negotiations  in  which  the  views  of  the  whole  world 
would  be  represented,  through  a  series  of  joint  meet- 
ings between  the  Deputies  of  the  Ten  and  the  Execu- 
tive Directors  of  the  Fund,  representing  the  106  mem- 
ber nations  of  the  International  Monetary  Fund. 

Four  such  joint  meetings  of  the  Deputies  and 
Executive  Directors  were  held,  from  the  fall  of  1966 
to  the  spring  of  1967. 

The  Joint  meetings  succeeded  in  producing  a 
draft  outline  plan,  although  a  number  of  important  open 
issues  remained  unresolved--primarily  in  the  area  of 
decision-making,  mode  of  transfer  between  partici- 
pating countries  of  the  asset  to  be  created,  and  re- 
quirements for  reconstitution  of  balances  of  the  asset 
following  its  use.   These  issues  were  considered  by 
the  Ministers  and  Governors  of  the  Ten  in  two  meetings 
in  London,  in  July  and  August,  and  were  resolved. 

The  outline  plan,  the  "Outline  of  a  Facility 
Based  on  Special  Drawing  Rights  in  the  Fund,"  was 
submitted  to  the  Governors  of  the  Fund  at  their  Annual 
Meeting  in  September  in  Rio  de  Janeiro  by  the  Executive 
Directors  of  the  Fund.   By  a  resolution  adopted  unani- 
mously, the  Governors  endorsed  the  outline  plan,  and 
requested  the  Executive  Directors  to  submit  amendments 
to  the  Fund  Articles  of  Agreement  to  incorporate  this 
plan.   The  proposed  amendments  were  requested  by  no 
later  than  the  end  of  March  1968. 
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Summary  of  the  Plan  for  Special  Drawing  Rights  (SDR) 

The  basic  concept  of  the  Plan  is  to  provide  for  a 
new  international  asset  which  will  be  an  effective 
supplement  to  existing  reserve  assets--gold ,  reserve 
currencies,  and  reserve  claims  on  the  Fund — one  that 
will  be  a  permanent  addition  to  world  reserves. 

1.   Quality  as  a  reserve  asset — SDR  are  to 

be  denominated  in  units  of  account  equiv- 
alent to  the  gold  value  of  one  dollar; 
they  will  have  the  strong  backing  pro- 
vided by  the  solemn  obligations  of  Fund 
members  to  accept  them  and  pay  convertible 
currency  in  return.   They  will  bear  a 
moderate  rate  of  interest. 

Each  SDR  is  to  be  denominated  in  terms  of 
0.888671  grams  of  fine  gold,  the  gold  value  equiva- 
lent of  one  U.  S.  dollar.   That  is,  their  value  in 
terms  of  gold  will  be  maintained.   SDR  will  not,  how- 
ever, be  redeemable  in  gold,  and  it  would  be  against 
the  rules  for  a  country  to  use  its  SDR  merely  to 
change  the  composition  of  its  reserves. 

The  backing  of  SDR  will  be  unimpeachable.   It 
will  consist  of  a  firm,  unequivocal,  and  solemn  obli- 
gation to  accept  the  new  asset  when  it  is  presented 
and  to  pay  convertible  currency  in  return.   That  obli- 
gation is  the  fundamental  backing  of  the  asset,  and 
is  the  principal  factor  which  will  give  it  value  as 
an  asset. 

Each  participant  will  be  obligated  to  accept 
SDR  up  to  an  amount  equal  to  three  times  its  cumula- 
tive allocations.   This  means  that  if  a  country  had 
initially  been  allocated  $100  million  in  SDR's  and 
still  held  all  of  these  in  its  reserves,  its  obliga- 
tion to  accept  additional  SDR's  would  amount  to  $200 
million.   If,  on  the  other  hand,  it  had  spent  all  of 
its  SDR's,  its  total  acceptance  obligation  would  be 
$300  million.   This  acceptance  obligation  makes  un- 
necessary and  takes  the  place  of  the  pool  of  currency 
used  to  back  present  IMF  drawing  rights. 


-  51  - 

2.  Method  of  creation--SDR  are  to  be  created 
under  an  IMF  procedure  which  will  assure 
wide  support  for  their  creation,  with  final 
responsibility  for  decisions  resting  on  the 
Fund  Board  of  Governors.   Each  decision  to 
create  will  authorize  a  specific  amount  of 
SDR. 

The  Managing  Director  of  the  Fund  will  be  gener- 
ally responsible  for  initiating  proposals  to  start 
the  machinery  working,  but  it  will  be  possible  for  the 
Fund  Executive  Directors  or  Governors  to  request  a 
proposal  for  SDR  creation  from  the  Managing  Director. 
The  principal  criterion  for  making  a  proposal  is  that 
there  must  be  a  widely-recognized  global  need  for 
reserve  creation. 

SDR  are  not  to  be  created  for  the  purpose  of 
making  short-term  and  cyclical  adjustments  to  the 
volume  of  international  reserves.   Rather,  decisions 
will  be  taken  from  time  to  time  to  create  a  specific 
amount  of  SDR  for  a  period  as  a  whole,  normally  for 
five  years  ahead,  but  allocations  will  be  made  to 
participants  at  yearly  intervals  during  the  period. 
Such  decisions  will  not  be  changed  unless  unexpected 
major  developments  require  modification  of  the 
established  trend. 

Once  a  proposal  is  made,  it  must  be  considered 
and  approved  by  the  Fund.   To  assure  that  decisions 
for  reserve  creation  will  have  the  widest  possible 
approval,  the  Managing  Director  will  undertake  full 
consultations  to  ascertain  there  is  broad  support  for 
his  proposal.   The  proposal,  once  put  forward,  and 
concurred  in  by  the  IMF  Executive  Directors,  will  be 
submitted  for  the  approval  of  the  Fund  Governors 
voting  by  85%  weighted  majority.   If  there  were  un- 
expected major  developments,  a  simple  majority  could 
reduce  the  trend  amount  and  an  85%  majority  could 
increase  it.   The  technical  possibility  of  cancella- 
tion of  SDR  by  an  85%  majority  is  also  provided  for. 

3.  Method  of  allocation--SDR  are  to  be 
allocated  to  participants  in  proportion 
to  their  IMF  quotas.   All  IMF  members  are 
eligible  to  participate.   Allocations  of 
SDR  will  take  the  form  of  book  entries  in 
a  Special  Drawing  Account  of  the  Fund. 
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The  proposal  to  create  an  amount  of  new  assets 
will  be  for  a  specific  amount,  the  product  of  a  wide 
consensus.   SDR  will  be  allocated  to  members  of  the 
Fund  in  proportion  to  their  Fund  quotas.   For  example, 
the  United  States  has  24.6%  of  the  total  Fund  quotas 
and  thus  would  receive  $246  million  of  each  $1  billion 
of  SDR  created.   Receiving  an  allocation  of  SDR  means 
that  the  Fund  would  credit  this  amount  to  the  United 
States  on  the  books  of  the  Special  Drawing  Account  in 
the  Fund. 

4.   Method  of  transfer--SDR  will  be  transferred 
by  debiting  the  SDR  account  of  the  user  and 
crediting  the  SDR  account  of  the  receiver, 
with  the  receiver  paying  convertible  cur- 
rency to  the  user.   There  will  be  rules  on 
eligibility  to  use,  on  countries  to  which 
transfer  can  appropriately  be  made,  and  on 
partial  reconstitution  of  the  amount  used. 
The  Fund  will  act  as  a  kind  of  traffic 
director,  guiding  the  flow  of  SDR  as  they 
are  transferred  from  one  country  to  another. 

Countries  will  be  expected  to  use  SDR  only  for 
balance  of  payments  needs  or  in  light  of  their  reserve 
position.   A  country's  judgment  as  to  its  eligibility 
to  use  may  not  be  challenged,  but  the  Fund  may  make 
representations  and  direct  SDR  to  a  country  which  the 
Fund  believes  has  failed  to  observe  the  expectation. 
This  will  help  to  assure  an  orderly  flow  of  SDR  and 
avoid  instability  resulting  from  shifts  in  the  compo- 
sition of  reserves  which  might  come  about  if,  at  a 
particular  time,  one  of  the  three  principal  reserve 
assets--gold ,  dollars,  and  SDR--happened  to  look  more 
attractive  than  the  others. 

SDR  will  normally  be  transferred  to  countries  in 
strong  balance  of  payments  and  reserve  positions. 
Transfers  of  SDR  may  also  go  to  countries  in  a  strong 
reserve  position  even  though  they  have  moderate  balance 
of  payments  deficits.   In  order  to  achieve  a  generally 
fair  distribution  of  the  SDR  among  the  countries  that 
meet  the  standards  entitling  them  to  receive  SDR,  the 
Fund  will  try  to  work  toward  equality,  over  time,  in 
the  ratios  of  their  holdings  of  SDR  to  their  total 
reserves  or  in  the  corresponding  ratios  to  total  re- 
serves of  their  holdings  in  excess  of  their  allocations. 
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A  further  principle  of  use  concerns  a  country's 
obligation  to  reconstitute  SDR  balances,  related  to 
time  and  amount  of  use.   For  the  first  five-year 
period,  a  country's  average  net  use  of  SDR,  "shall 
not  exceed  70%  of  its  average  net  cumulative  alloca- 
tion during  this  period."   If  any  country,  for  a  time, 
exceeds  this  rate  of  use,  the  Fund  would  direct  part 
of  the  natural  flow  of  SDR  to  it,  in  order  to  promote 
observance  of  this  standard.   Thus,  reconstitution 
will  take  place  through  a  restoration  of  holdings  of 
SDR  in  the  account  of  the  user  with  the  Fund,  with 
payment  of  convertible  currency  by  the  user  to  other 
users.   In  addition  to  the  net  average  use  rule,  it 
is  also  provided  that  "Participants  will  pay  due  re- 
gard to  the  desirability  of  pursuing,  over  time,  a 
balanced  relationship  between  their  holdings  of 
Special  Drawing  Rights  and  other  reserves."   This 
provision  is  intended  to  draw  attention  to  the  idea 
of  a  balanced  use  of  SDR  along  with  other  reserves 
over  time  and,  thus,  maintain  a  degree  of  stability, 
in  a  general  way,  in  relative  holdings  of  the  new 
asset  and  existing  reserve  assets.. 

In  implementing  the  basic  principles  of  use,  the 
Fund  will  act  as  a  kind  of  traffic  director,  making 
known  to  eligible  users  which  countries  are  the  appro- 
priate receivers  of  transfers  and  assuring  that  the 
flow  to  receivers  is  distributed  in  an  equitable 
manner.   It  may  provide  that  using  and  receiving 
countries  may  deal  directly  with  each  other  in  arrang- 
ing transfers,  but  the  Fund  may  act  as  an  intermediary 
to  bring  eligible  users  and  receivers  together. 

There  is  an  area  to  which  the  Fund  role  as  traf- 
fic director  does  not  extend.   An  eligible  user  may 
select  the  country  to  which  it  wishes  to  transfer  its 
SDR  for  the  purpose  of  purchasing  balances  of  its  own 
currency  held  by  the  other  country,  provided  the 
latter  agrees  to  accept  SDR.   This  provision  is  of 
particular  interest  to  the  United  States,  although  it 
applies  generally  to  any  participant.   Normally,  the 
U.  S.  uses  its  reserve  assets  to  buy  dollar  balances, 
and  this  provision  permits  the  U.  S.  to  use  the  new 
asset  in  much  the  same  way  as  it  uses  gold  provided 
both  parties  agree  to  the  transaction.   This  does  not 
modify,  in  any  way,  the  U.  S.  firm  commitment  to  buy 
and  sell  gold  at  $35  an  ounce. 

287-837  O  -  68  -  6 
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C .   Reduction  of  the  Large  and  Persistent  Payments 
Imbalances  in  the  United  States  and  Europe 

With  the  agreement  at  Rio  de  Janeiro,  now  being 
followed  up  in  the  International  Monetary  Fund,  impor- 
tant progress  has  been  made  in  dealing  with  the  long- 
term  problem  of  an  adequate  rate  of  growth  in  inter- 
national reserves.   A  second  major  problem  that  has 
been  facing  the  international  monetary  system  for  a 
number  of  years  is  the  protracted  existence  of  large 
U.  S.  and  European  payments  imbalances.   With  the 
passage  of  time,  these  imbalances--welcomed  in  the 
early  years  after  the  war--have  proved  difficult  to 
adjust  and  have  imposed  increasingly  severe  strains  on 
the  international  monetary  system  as  they  have  accumu- 
lated.  The  United  States  deficit  has  meant  a  gradual 
but  steady  deterioration  in  the  liquidity  position  of 
the  United  States.   That  is,  our  obligations  to  for- 
eign countries  of  a  liquid  character  have  been  growing. 
These  obligations  have  risen  to  approximately  $32 
billion,  about  $16  billion  representing  the  dollar 
holdings  of  official  monetary  authorities,  and  the 
remainder  held  by  foreign  commercial  banks,  corpora- 
tions and  individuals.   At  the  same  time  the  gold  re- 
serves of  the  United  States  have  been  reduced  from 
nearly  $25  billion  at  the  end  of  1949  to  $12  billion 
at  the  end  of  1967.   Because  of  the  central  responsi- 
bility that  the  United  States  has  for  maintaining  the 
convertibility  of  foreign  dollar  holdings  into  gold, 
the  attenuation  of  the  U.  S.  liquidity  position, 
though  it  is  still  strong,  calls  with  increasing 
urgency  for  effective  action  to  halt  this  process  by 
elimination  of  the  persistent  U.  S.  deficit. 

At  the  same  time  there  has  been  a  persistent  sur- 
plus in  the  Continental  European  countries,  taken  as 
a  whole.   This  is  closely  related  to  the  United  States 
deficit  (the  two  things  are,  broadly  speaking,  differ- 
ent sides  of  the  same  coin) . 
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The  hard  core  of  these  persistent  surpluses  in 
Continental  European  centers  has  been  in  the  countries 
of  the  European  Economic  Community,  taken  together. 
Table  3  presents  figures  for  several  alternative 
measures  of  the  aggregate  surpluses  of  these  EEC 
countries,  as  compared  with  measures  of  the  U.  S. 
imbalance  for  the  period  1960-66.   Although  there  are 
variations  from  year  to  year,  and  although  the  size 
and  direction  of  change  of  the  imbalances  depend 
partly  on  which  measure  is  used,  the  broad  outline  of 
the  situation  is  clear.   The  United  States  and  the 
European  Economic  Community  as  a  whole  were  on  opposite 
ends  of  a  joint  imbalance  that,  instead  of  being  re- 
duced, persisted  quite  tenaciously  throughout  the 
period. 

There  were,  of  course,  substantial  changes  in  the 
balance  of  payments  positions  of  individual  European 
countries  during  the  past  decade.   Italy's  balance  of 
payments  took  a  swing  into  deficit  in  1963,  for  example, 
while  Germany  experienced  a  period  of  deficit  in  1965 
and  early  1966.   (The  German  balance  of  payments  re- 
verted to  very  large  surplus  later  in  1966  and  in 
1967.)   Nonetheless,  these  individual  swings  did  not 
substantially  alter  the  situation  for  the  Continental 
and  EEC  countries  taken  as  a  whole. 

Another  element  of  imbalance  in  the  network  of 
world  payments  during  the  1960 's  was  the  persistent 
weakness  in  the  U.  K.  balance  of  payments  and  the  re- 
sulting series  of  crises  of  confidence  in  the  pound 
sterling.   These  crises  of  confidence,  beginning  in 
1964,  resulted  in  very  heavy  use  of  credit  facilities 
to  supplement  British  reserves,  and  provided  the  finan- 
cial assets  that  further  enlarged  the  surpluses  of 
Continental  European  countries. 

D.   Maintaining  Confidence  in  the  Stability  of  the 
Present  System 

Throughout  the  period  of  the  Sixties,  there  have 
been  periods  of  strain  on  the  international  monetary 
system  which  have  required  international  cooperation 
among  monetary  authorities.   While  these  strains  have 
been  felt  from  time  to  time  by  other  currencies,  they 
tended  since  1964  to  center  on  the  United  Kingdom  and 
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TABLE  3 


Alternative  Measures  of  Payments  Imbalance,  1960-66, 
European  Economic  Community  and  United  States 
(millions  of  dollars) 


European  Economic  Community; 

1960 
1961 
1962 
1963 
1964 
1965 
1966 


1960-64  Annual  Average 
1965-66  Annual  Average 
1960-66  Annual  Average 


Balance  on 

Change  in 

Change  in 

Non-Monetary 

Official 

Published 

Transactions 

Position 

Reserves 

(Surplus  +) 

(Surplus  +) 

(Increase  +) 

3,225 

3,454 

3,594 

1,624 

1,980 

2,174 

178 

519 

674 

234 

1,462 

1,447 

2,147 

1,926 

1,752 

2,281 

1,533 

1,327 

1,252 

1,159 

1,148 

1,482 

1,868 

1,928 

1,767 

1,346 

1,238 

1,563 

1,719 

1,731 

Cumulative  Balance  1960-1966 


10,941 


12,033 


12,116 


United  States; 

1960 
1961 
1962 
1963 
1964 
1965 
1966 


1960-64  Annual  Average 
1965-66  Annual  Average 
1960-66  Annual  Average 


Decline  in 

Balance  on 

Gold  Reserves 

Balance  on 

Official 

and  Reserve 

Liquidity 

Reserve 

Position 

Basis 

Transactions 

in  the  IMF  1/ 

(deficit  -) 

(deficit  -) 

(decline  -) 

-3,901 

-3,403 

-2,145 

-2,370 

-1,347 

-722 

-2,203 

-2,705 

-1,516 

-2,671 

-2,044 

-491 

-2,800 

-1,549 

-391 

-1,335 

-1,304 

-1,571 

-1,357 

+  225 

-1,108 

-2,789 

-2,210 

-1,053 

-1,346 

-540 

-1,340 

-2,377 

-1,732 

-1,135 

Cumulative  Balance  1960-66 


-16,637 


-12,127         -7,944 

(cont.  on  next  page) 
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TABLE  3  cont. 

1/   Does  not  include  changes  in  U.  S.  holdings  of  convertible 
foreign  currencies. 

Sources  and  Notes:   For  details  on  consolidated  EEC  balance  of  payments, 

see  Chapter  IX.   For  details  on  U.  S.  balance  of 
payments,  see  Chapter  III  below. 
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the  position  of  the  pound  sterling.   Despite  a  massive 
effort  of  international  cooperation  through  the  Inter- 
national Monetary  Fund  and  through  bilateral  arrange- 
ments with  other  monetary  authorities,  a  series  of 
untoward  events  in  1967  led  to  the  decision  to  reduce 
the  par  value  of  the  pound  sterling  in  November  1967. 

Against  the  background  of  a  persistent  U.  S.  pay- 
ments deficit,  this  development  brought  to  the  fore- 
front the  latent  problems  of  maintaining  confidence  in 
the  convertibility  between  gold  and  dollars,  the  two 
major  elements  in  international  reserves.   It  also 
led  to  substantial  shifts  of  private  funds  out  of 
several  major  currencies  on  the  part  of  foreign  gold 
speculators  fed  by  expectations  of  a  possible  rise  in 
the  price  of  gold  on  the  London  gold  market. 

These  disturbed  conditions  resulted  in  a  substan- 
tial shrinkage  in  gold  reserves  during  the  4th  quarter 
of  1967,  as  gold  was  paid  out  of  the  reserves  of  the 
United  States  and  other  members  of  the  gold  pool  con- 
sortium.  While  the  effects  of  these  transactions  are 
somewhat  complex,  because  of  shifts  between  private 
and  official  holdings  of  dollars,  the  overall  effect 
was  also  to  reduce  the  supply  of  dollars  in  world 
money  markets.   This  private  movement  to  the  sterile 
liquidity  of  gold  has  a  tendency  to  tighten  world 
interest  rates,  besides  presenting  the  danger  of  a 
cumulative  drain  on  the  United  States  as  an  inter- 
national banking  center. 

The  necessity  of  taking  a  prompt  and  decisive 
action  to  nip  in  the  bud  any  such  tendency  to  cumula- 
tive pressure  on  the  world's  entire  financial  structure 
through  an  international  move  toward  excessive  con- 
versions of  dollars  into  gold  provided  the  immediate 
urgency  which  called  forth  the  new  Action  Program. 

E.   Mutual  Responsibilities  and  the  Need  for  Decisive 
Action 

The  three  problems  facing  the  international  mone- 
tary system  are  obviously  interdependent,  so  much  so 
that  it  is  impossible  to  deal  with  them  separately. 
A  full  realization  of  this  fact  is  the  key  to  the 
multilateral  efforts  that  are  required  to  solve  these 
problems . 


-  59  - 

First,  it  is  necessary  for  the  United  States  to 
take  new  and  decisive  steps  to  reduce  its  balance  of 
payments  deficit  and  arrest  the  long-standing  deteri- 
oration in  its  liquidity  position.   Forceful  action 
has  now  been  taken,  and  this  action,  of  necessity,  un- 
fortunately involves  measures  which  have  a  substantial 
cost  in  terms  of  other  economic  objectives.   The  man- 
datory controls  on  direct  investment  outflows,  the 
firmer  voluntary  guidelines  for  the  banks  and  the  re- 
quest to  defer  nonessential  travel  outside  the  Western 
Hemisphere  are  all  measures  which  the  United  States 
has  adopted  very  reluctantly.   The  high  cost  of  these 
measures  is  in  itself  a  dramatic  witness  to  the 
priority  the  United  States  attaches  to  doing  its  full 
share  in  reducing  the  imbalance  in  world  payments-- 
and  to  the  recognition  that  a  breakdown  of  the  system 
would  have  involved  far  higher  costs  for  the  U.  S. 
and  even  more  for  the  world  economy. 

Second,  the  reduction  of  the  deficit  in  the  U.  S. 
balance  of  payments  must  be  allowed,  and  even  encour- 
aged, by  the  rest  of  the  world;  indeed,  major  positive 
measures  by  other  countries  are  required  to  bring 
about  payments  equilibrium  consistent  with  the  achieve- 
ment of  sound  world  economic  growth  and  freer  as  well 
as  growing  international  transactions.   In  other  words, 
a  substantial  improvement  in  the  United  States  external 
accounts  must  have  a  counterpart  in  adjustments  of  the 
balance  of  payments  positions  of  countries  that  have 
excessive  surpluses;  it  should  not  come  at  the  expense 
of  countries  who  are  in  weak  payments  and  reserve 
positions . 

It  is  therefore  a  matter  of  the  highest  priority 
for  European  governments--again,  particularly  the 
governments  of  the  EEC  countries--to  face  the  full 
implications  of  the  fact  that  their  balance  of  pay- 
ments positions  must  show  a  large  change  from  exces- 
sive surplus  to  much  more  moderate  surplus,  perhaps 
even  to  moderate  deficit  for  a  short  period.   These 
governments  may  even  be  called  upon  to  take  forceful 
actions  themselves  to  make  sure  that  this  reduction  in 
their  imbalances  does  occur. 

Third,  all  the  member  countries  of  the  Interna- 
tional Monetary  Fund  must  make  a  sustained  effort  to 
complete  the  work  on  legal  drafting  of  the  SDR  amend- 
ments, followed  by  a  speedy  adoption  and  activation  of 
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the  machinery  itself.   For  reasons  already  given  above, 
the  introduction  of  SDR  into  the  international  mone- 
tary system  is  an  absolutely  essential  part  of  an 
integrated  effort  to  deal  with  the  complex  of  problems 
facing  the  system. 
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WORLD  TRADE  AND  MONETARY  RESERVES 
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WORLD  TRADE  AND  MONETARY  RESERVES,  LESS  U.S. 
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COMPOSITION  OF  WORLD  RESERVES,  l948-'66 
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III.  U.S.  Balance  of  Payments — The  Record  to  Date 


This  chapter  traces  the  evolution  of  the  U.S. 
balance  of  payments  during  the  1960 's  and  the 
measures  adopted  to  cope  with  the  deficit. 

In  general,  the  United  States  has  sought  to 
improve  its  balance  of  payments  in  ways  that  are 
conducive  to  (1)  vigorous  economic  growtn  at 
home  and  in  the  rest  of  the  world,  (2)  reasonable 
price  stability  at  home  and  abroad,  (3)  and  the 
preservation  of  an  international  framework  for  trad- 
ing and  investing  that  encourages  the  best  use  of 
resources.   The  specific  measures  adopted  have 
attempted  to  avoid  interfering  with  the  maintenance 
of  international  security  and  the  flow  of  capital 
to  developing  nations  while  recognizing  the  special 
role  of  the  U.S.  dollar  in  the  international  monetary 
system. 

A.   Trends  since  World  War  II 

For  more  than  a  decade  after  the  end  of  World 
War  II,  the  economic  and  financial  policies  of  the 
United  States  and  of  other  countries  were  influenced 
by  an  overriding  need  to  get  the  world  economy  back 
on  its  feet.   Tremendous  progress  was  made — in  physi- 
cal reconstruction,  in  bringing  the  defeated  countries, 
Germany,  Italy,  and  Japan,  back  into  the  currents  of 
world  trade,  in  gradually  dismantling  much  of  the  pre- 
war and  wartime  paraphernalia  of  exchange  controls 
and  trade  controls,  in  rebuilding  monetary  reserves, 
in  reactivating  the  machinery  of  private  credit. 
Severe  inflation  was  halted.   To  help  Europe  and  Japan 
get  into  the  position  of  financing  themselves  inter- 
nationally by  trade  instead  of  American  aid,  many 
currencies  were  devalued  in  1949.   Later,  the  French 
franc  was  again  devalued  in  1957  and  1958. 

In  this  earlier  period  the  United  States  had  a 
balance  of  payments  deficit,  but  it  was  not  one  that 
this  nation  or  other  nations  were  concerned  about. 
The  deficit  may  be  said  to  have  been  almost  deliberate- 
ly created,  to  help  rebuild  the  economies  of  the  rest 
of  the  world  and  to  rebuild  the  monetary  reserves  of 
the  rest  of  world.   The  great  problem  for  the  whole 
world  was  the  "dollar  gap,"  and  we  were  doing  our  best 
to  close  it. 
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In  the  mid-19  50 's,  Europe  and  Japan  were  rapidly 
regaining  their  economic  strength.   Between  the  reces- 
sions of  1954  and  1958,  the  United  States  had  a  consump- 
tion and  investment  boom  during  which  our  price  level 
for  metals  and  machinery  rose  20  percent  (from  the  end 
of  1954  to  the  end  of  1957) .   By  the  end  of  1959  those 
prices — particularly  important  in  determining  our  inter- 
national competitive  position — were  nearly  one-fourth 
higher  than  in  1954.   With  Europe  and  Japan  steadily 
increasing  their  ability  to  produce  goods  for  export, 
conditions  were  being  created  that  would  make  it  more 
difficult  than  before  for  the  United  States  to  achieve 
an  adequate  surplus  in  the  current  account  of  the 
balance  of  payments — that  is,  a  current  surplus  suffi- 
ciently large  to  cover  the  flows  of  U.S.  private  and 
Government  capital  to  the  rest  of  the  world. 

Beginning  in  1958,  the  United  States  has  had  a 
long  series  of  large  international  payments  deficits. 
These  deficits,  and  our  reserve  losses,  averaged  much 
larger  in  1958-60  than  in  the  preceding  ten  years,  and 
though  reduced  after  1960  they  remained  excessive. 
(See  Charts  VI  and  VII.) 

Throughout  the  last  ten  years,  except  in  1958 
and  19  59,  the  United  States  has  had  large  annual  sur- 
pluses in  net  exports  of  goods  and  services  (nonmilitary 
plus  private  remittances  and  pension  payments) .   But 
these  surpluses  have  been  inadequate  to  cover  the  net 
outflow  of  capital  and  the  government  overseas  costs 
of  our  security.   Furthermore,  in  the  last  two  years, 
this  surplus  has  dropped  somewhat  at  the  same  time 
that  private  capital  outflows  and  the  costs  of  maintain- 
ing security  have  riseno 

The  overall  deficits  have  eaten  into  our  net  re- 
serve position.   During  the  past  ten  years  our  gold 
reserves  fell  from  $23  billion  to  $12  billion,  while 
our  liquid  liabilities  to  foreign  central  banks  and 
governments  increased  from  $9  billion  to   $16  billion. 
Nearly  half  of  these  gold  losses  occurred  in  the  period 
1958-60. 

In  addition,  our  other  liquid  liabilities  increased 
by  about  $10   billion  during  the  ten-year  period  in 
question.   This  growth  of  liquid  liabilities  to  others 
than  foreign  central  banks  and  governments  served  to 
hold  down  the  amounts  of  the  deficits  that  had  to  be 
financed  by  official  reserve  transactions,  including 
gold  sales. 
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Chart  3 
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After  the  end  of  the  long  steel  strike  in  1959 
we  had  for  five  years  an  unprecedented  degree  of 
stability  in  U.S.  industrial  prices,  while  creeping 
inflation  was  going  on  in  the  rest  of  the  world. 
(See  Tables  4  and  5.)   Along  with  that  price  stability 
we  had  an  unprecedentedly  long  period  of  uninterrupted 
economic  growth,  and  a  great  expansion  of  both  our 
international  receipts  and  our  international  expenditures, 

In  the  period  from  1960  to  1964,  the  U.S.  balance 
of  payments  was  characterized  by  a  growing  surplus  on 
current  transactions  as  the  U.S.  competitive  position 
improved.   In  this  period  the  trade  surplus  increased 
markedly,  and  receipts  of  income  from  foreign  invest- 
ments rose  sharply.   Also,  the  balance  of  payments  cost 
of  foreign  aid  was  reduced  through  tying  aid  to  U.S. 
goods  and  services,  and  net  military  outlays  decreased 
as  a  result  of  economies  and  offset  sales. 

The  favorable  trend  in  the  balance  on  goods  and 
services  from  1960  to  1964  was  offset,  however,  by  a 
strong  tendency  for  private  capital  outflow  to  increase — 
a  tendency  that  was  dampened  first  by  the  Interest 
Equalization  Tax  (mid-1963)  and  later,  in  1965,  by  the 
voluntary  programs  to  restrain  direct  investment  in 
subsidiary  companies  abroad  and  loans  abroad  by  U.S. 
financial  institutions. 

Though  the  overall  balance  of  payments  position 
was  sharply  improved  in  1965  as  the  result  of  the 
voluntary  restraint  programs,  the  current  account  sur- 
plus began  to  worsen  again.   Especially  from  mid-1965 
to  the  end  of  1966,  the  underlying  position  worsened 
as  a  result  of  both  the  foreign  exchange  costs  of  the 
Vietnam  War  and  the  impact  on  the  U.S.  trade  balance 
of  the  sudden  upsurge  in  demand  and  rising  prices. 
In  1967  there  was  a  pause  in  the  previously  very  rapid 
rise  in  imports,  but  as  a  result  of  the  recessions  in 
economic  activity  in  some  important  foreign  countries 
the  rise  in  our  exports  also  slowed. 

B.   U.S.  Balance  of  Payments  Programs 

In  the  period  1961-65,  the  Kennedy  and  Johnson 
Administrations  launched  a  series  of  attacks  on  the 
balance  of  payments  problem  (see  Tab  A).   These  programs, 
described  in  Messages  by  President  Kennedy  in  February 
1961  and  July  1963,  and  by  President  Johnson  in  February 
1965,  included  in  a  broad  spectrum  of  administrative 
and  legislative  measures  designed: 
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—  to  increase  American  exports  of  goods 
and  services; 

—  to  increase  inflows  of  portfolio  capital 
and  tourist  receipts; 

—  to  moderate  private  capital  outflows; 

—  to  reduce  Federal  Government  foreign  exchange 
outlays;  and 

—  to  strengthen  international  financial  coopera- 
tion through  such  multilateral  institutions  as 
the  International  Monetary  Fund  and  the 
Organization  for  Economic  Cooperation  and 
Development. 

These  Presidential  recommendations  for  action 
shared  a  common  philosophical  underpinning,  enunciated 
by  President  Kennedy  in  his  February  1961  balance  of 
payments  message: 

—  The  official  price  of  gold  will  be  maintained 
at  $35  per  ounce; 

—  National  security  and  economic  development 
programs  will  be  carried  forward; 

—  Maximum  emphasis  must  be  placed  on  expanding 
exports.   This  requires  that  costs  and  prices 
be  kept  low  and  that  the  Government  help  to  en- 
large foreign  markets  for  American  goods  and 
services ; 

—  A  return  to  protectionism  is  not  a  solution; 
and 

—  The  United  States  must  take  the  lead  in 
harmonizing  economic  policies  among  these  in- 
dustrialized nations  whose  behavior  has  a  major 
influence  on  the  course  of  world  income  and 
trade. 

This  statement  of  policy  was  in  accord  with  the  general 
objectives  of  the  Eisenhower  Administration,  as  set 
forth,  for  example,  in  the  January  1961  Economic  Report 
of  the  President. 
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During  1961-64,  fiscal  and  monetary  policy  aimed 
at  encouraging  noninf lationary  economic  expansion,  and 
as  already  noted  there  was  improvement  in  the  current 
account  of  the  balance  of  payments  in  this  period. 
Selective  fiscal  and  monetary  measures  also  affected 
the  capital  account  of  the  balance  of  payments.   These 
actions  included: 

—  reductions  in  corporate  income  taxes; 

—  liberalized  depreciation  allowances,  to  bring 
our  rates  more  closely  into  line  with  those 
of  our  major  foreign  competitors; 

—  passage  of  the  7  percent  investment  credit; 

—  carefully  designed  monetary  policies  to  keep 
domestic  long-term  interest  rates  low  while 
moving  shorter-term  interest  rates  higher  to 
minimize  short-term  capital  outflows 

("Operation  Twist"). 

Over  the  four-year  period  1961-64,  an  improvement 
of  more  than  $3.7  billion  took  place  in  the  following 
accounts : 

—  a  higher  commercial  trade  surplus  ($1  billion); 

—  reduced  overseas  dollar  spending  for  foreign 
aid  ($400  million) ; 

—  economies  in  military  spending  abroad 

($200  million) ; 

—  increased  deliveries  on  military  offset  sales 
to  foreign  countries  by  the  Department  of 
Defense  ($400  million); 

—  and  an  increase  in  profits  and  interest  on 
past  foreign  investments  ($1.7  billion). 

The  net  overall  improvement  for  1964,  however,  fell 
far  short  because  of  a  sharp  rise  in  overall  private 
capital  outflows,  including  both  short-  and  long-term 
bank  credits  and  direct  investment.   The  $3.9  billion 
deficit  in  1960  was  reduced  to  $2.8  billion  in  1964. 


-  74  - 

The  new  balance  of  payments  measures  introduced 
by  President  Johnson  in  February  1965  served  to  check 
the  rapid  growth  that  had  been  developing  in  private 
capital  outflows.   His  message  called  upon  the  business 
and  banking  community  to  do  everything  in  their  power 
to  help  to  reduce  overall  private  capital  outflows. 
In  addition,  the  President  asked  for  legislation  to 
remove  tax  barriers  to  foreign  investment  in  the 
United  States,  an  extension  and  broadening  of  the 
Interest  Equalization  Tax,  further  efforts  to  promote 
U.S.  exports  and  fere igi  tourism  in  this  country,  and  re- 
ductions in  duty-free  allowances  for  returning  American 
tourists. 

In  response  to  the  voluntary  credit  restraint 
programs,  U.S.  private  capital  outflows  dropped  sub- 
stantially and  the  balance  of  payments  deficit  on  the 
liquidity  basis  was  cut  from  $2.8  billion  in  1964  to 
$1.3  billion  in  1965. 

C.   Developments  in  1966  and  1967 

The  year  1966  brought  a  halt  to  further  progress 
toward  equilibrium,  owing  primarily  to: 

—  mounting  direct  costs  of  Vietnam,  military 
expenditures  related  to  Southeast  Asia  show- 
ing a  further  increase  of  $700  million  over 
those  of  the  preceding  year; 

—  a  $1.1  billion  deterioration  in  our  trade 
surplus  which  resulted  from  a  flood  of  imports 
induced  by  unusually  rapid  and  unbalanced  in- 
creases in  aggregate  domestic  demand  and  re- 
newed inflationary  pressures  (associated  in 
part  with  acceleration  of  defense  outlays) . 
U.S.  export  performance  also  was  adversely 
affected  by  these  factors,  as  well  as  by 
lagging  economic  growth  in  some  major  foreign 
markets. 

On  the  other  hand,  U.S.  capital  outflow  increased 
only  a  little  in  1966,  reflecting  the  continued  effects 
of  the  Interest  Equalization  Tax,  the  Federal  Reserve 
and  Commerce  Department  voluntary  restraint  programs, 
as  well  as  the  tight  credit  conditions  prevailing  dur- 
ing much  of  the  year.   Meanwhile,  there  was  a  substan- 
tial increase  in  foreign  capital  inflow,  as  U.S. 
corporations  sold  securities  abroad  to  finance  direct 
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investment  abroad  and  as  the  Treasury  Department 
launched  a  campaign  to  acquaint  foreign  central  banks 
and  others  with  certain  long-term  investments  in  the 
United  States  —  notably  certificates  of  deposit  issued 
by  commercial  banks  and  certain  federal  agency  bonds 
and  participation  certificates.   Foreign  purchases  of 
these  instruments  were  motivated  by  attractive  interest 
returns  as  well  as  by  the  desire  to  reduce  the  large 
burden  imposed  upon  the  U.S.  balance  of  payments  by 
its  growing  overseas  security  and  economic  assistance 
efforts . 

All  in  all,  therefore,  the  liquidity  deficit  re- 
mained unchanged  from  1965  to  1966.   And  the  balance 
on  the  official  settlements  basis  showed  its  first 
annual  surplus,  as  the  dollar  holdings  of  foreign 
central  banks  fell  substantially,  reflecting  the  at- 
traction of  high  interest  rates  for  increased  private 
dollar  holdings  in  the  Euro-dollar  market  and  in  the 
United  States. 

During  the  first  three  quarters  of  1967  the 
balance  of  payments  deficit  was  higher  (at  a  seasonally 
adjusted  annual  rate)  than  in  1965-66. 

The  trade  surplus  increased  only  slightly  from 
its  depressed  level  of  1966.   Imports  leveled  off  with 
the  slackening  in  aggregate  demand  in  the  U.S.  economy 
in  the  first  half  of  the  year,  but  began  to  rise  again 
toward  the  end  of  the  year.   Exports  also  leveled  off, 
partly  because  economic  activity  in  Western  Europe  was 
not  expanding  much  during  the  spring  and  summer. 
Though  activity  was  picking  up  in  Germany  in  the  autumn, 
conditions  were  still  slack  in  a  number  of  other  coun- 
tries. 

There  was  a  further  increase  in  U.S.  military 
expenditures  in  Vietnam  in  1967  and  a  sizable  increase 
in  the  outflow  of  U.S.  private  capital,  particularly 
through  purchases  of  foreign  and  international  securi- 
ties exempt  from  the  lET,  and  through  bank  lending 
abroad.   The  larger  capital  outflow  was  in  part  a 
normal  reflection  of  easier  monetary  conditions  in  the 
United  States  as  compared  with  1966.   The  improved 
liquidity  of  commercial  banks  helps  to  explain  not 
only  the  increase  in  bank  loans  to  foreign  borrowers 
but  also  the  repayment  in  the  first  half  of  the  year 
of  debt  of  head  offices  of  banks  to  their  branches 
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abroad.   The  result  of  this  reflow  shows  up  in  the 
very  large  deficit  on  the  official  settlements  basis 
in  the  first  half  of  the  year. 

In  the  final  quarter  of  1967  there  was  a  large 
deficit — substantially  larger  than  the  quarterly 
average  through  September.   This  further  deterioration 
was  accounted  for,  mainly,  by  the  following  factors: 
liquidation  by  the  U.K.  Government  of  the  $600  million 
balance  in  its  portfolio  of  U.S.  securities;  specu- 
lative pressures  in  connection  with  the  sterling  de- 
valuation; absence  of  substantial  net  foreign  official 
acquisitions  of  long-term  time  deposits  (as  in  1966 
and  the  first  half  of  1967) ;  a  deterioration  in  the 
trade  surplus.   (Complete  data  for  the  quarter  are  not 
yet  available.) 

Table  6  summarizes  the  U.S.  balance  of  payments 
performance  from  1958-60  through  the  first  three  quarters 
of  1967. 

D.   New  Action  Program 

The  British  devaluation  of  sterling  has  rein- 
forced the  urgency  of  the  need  to  improve  the  U.S. 
balance  of  payments.   The  British  move  created  uncer- 
tainty and  unrest  in  the  international  monetary  system 
and  doubts  about  the  future  stability  of  the  dollar. 
These  doubts  arose  in  large  part  because  of  the  per- 
sistence of  large  U.S.  deficits  and  uncertainty  as  to 
whether  the  U.S.  payments  position  would  improve. 

In  these  circumstances,  it  was  urgent  that  the 
United  States  adopt  strong  measures  to  deal  with  the 
balance  of  payments  problem.   This  it  has  done.   Some 
of  the  new  measures  are  clearly  temporary.   Others  are 
of  a  long-run  nature. 

The  U.S.  program  will  inevitably  create  the  need 
for  adjustments  elsewhere  in  the  world.   If  the  program 
is  to  lead  to  better  and  sustainable  payments  equilibrium, 
reduction  of  the  U.S.  deficit  must  be  accompanied  by 
reduction  of  surpluses  in  Western  Europe. 

The  result  will  be  a  distinct  slowdown  in  the  rate 
of  growth  of  world  reserves,  and  as  the  United  Kingdom 
repays  its  debts  to  the  International  Monetary  Fund, 
possibly  a  decline  in  world  reserves.   This  development 
will  bring  much  closer  the  appropriate  time  for  acti- 
vation of  the  plan  for  creation  of  Special  Drawing 
Rights. 
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IV.   An  Intensified  Effort  to  Achieve  and  Maintain  A 
Healthy  United  States  Trade  Surplus 


A.   Introductory  Comments 

The  keystone  of  a  sound  international  financial 
position  for  the  United  States  and  the  dollar  is  a 
substantial  trade  surplus. 

It  is  natural  and  desirable  for  a  rich  country 
like  the  United  States  to  export  capital,  to  give 
foreign  aid,  to  provide  its  share  of  the  common 
defense,  and  to  have  large  numbers  of  its  citizens 
traveling  abroad.   But  all  this  is  possible  only 
if,  in  addition  to  income  from  foreign  investments, 
the  U.S.  trade  surplus  is  large  enough  to  finance 
such  expenses . 

The  U.S.  has  consistently  had  a  trade  surplus-- 
an  excess  of  exports  over  imports.   In  1950-55,  the 
surplus  averaged  $2.2  billion;  in  1955-60  it  averaged 
$3.8  billion;  and  in  1960-65  it  averaged  $5 .  2  billion. 
It  reached  an  all-time  high  of  $6.7  billion  in  1964, 
but  it  narrowed  in  196  5  and  dropped  much  further  in 
1966  when  it  reached  $3.7  billion.   There  was  some 
strengthening  of  our  trade  surplus  in  1967  to 
approximately  $4  billion. 

Continued  U.S.  balance  of  payments  deficits 
strongly  suggest  that  the  trade  surplus  has  been 
inadequate.   To  determine  what  should  be  done  about 
increasing  it,  we  must  first  examine  the  basic  forces 
affecting  U.S.  trade. 

U.S.  exports  and  imports  are  strongly  influenced 
by  the  pressure  of  U.S.  domestic  demand,  by  changes 
in  the  U.S.  competitive  position,  and  by  the  economic 
growth  and  policies  in  our  major  overseas  markets. 
What  impact  do  these  interrelated  factors  have  on 
our  trade? 
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U.S.  Competitive  Position  in  World  Markets 


As  can  be  seen  in  Table  7,    in  the  1960 's,  U.S.  unit 
labor  costs  in  manufacturing  declined  slightly  while  those 
of  our  major  European  competitors  rose  significantly.   If 
changes  in  relative  costs  were  the  only  determ.inant  of 
export  performance,  then  we  should  have  noticeably 
increased  our  relative  share  of  world  markets. 


TABLE  7 


Unit  Labor  Costs  In  Manufacturing  For  Selected 
Industrialized  Countries  Since  1961  £/ 


(1961=100) 


Country 


1962 


1963    1964 


1965 


1966  V 


United  States  99 

Canada 99 

France 107 

Germany 10  7 

Italy 108 

Japan 10  8 

United  Kingdom   ...  104 


98 

98 

97 

99 

100 

100 

95 

99 

112 

118 

119 

116 

111 

111 

117 

123 

118 

124 

122 

118 

113 

111 

118 

125 

10  2 

103 

109 

114 

*/  Ratio  of  wages,  salaries,  and  supplements  to  production; 
national  currency  basis. 

_/  Preliminary. 

Note. --Data  relate  to  wage  earners  in  Italy  and  to  all 
employees  in  other  countries. 

Sources:   Department  of  Labor  and  Council  of  Econom.ic 
Advisers . 
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In  point  of  fact,  the  U.S.  held  its  share  of  world 
trade  between  1961  and  1964,  as  Table  8,  shows. 


TABLE  8 

U.S.  Share  of  Total  World 
Year  Export  of  Manufactures 

1961  25.6 

1962  26.5 

1963  25.6 

1964  25.8 

1965  23.6 

1966  23.5 


Notes 


1.  An  adjustment  for  declassified  U.S.  special 
category  exports  was  made  by  subtracting 
$1.0  billion  from  U.S.  and  world  totals  in 
in  1965  and  1966. 

2.  Excludes  intra-EEC  and  intra-EFTA  trade. 

Source:   United  Nations  Monthly  Bulletin  of  Statistics 
November  and  December  19  67. 


In  1966  and  probably  in  1967,  the  U.S.  competitive 
position  was  eroded  by  increases  in  U.S.  labor  costs. 
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Another  important  reason  for  the  decline  in  the  U.S. 
share  of  world  exports  in  the  past  two  years  has  been  the 
sharp  difference  in  rates  of  economic  expansion  in  Europe  and 
the  U.S. 


Impact  of  Differences  in  Economic  Expansion  in  the 
United  States  and  Europe 


The  experience  of  the  first  half  of  the  decade 
indicates  the  vital  importance  of  sound  domestic  economic 
policies  to  growing  U.S.  trade  surpluses.   This  is  most 
clearly  seen  in  an  examination  of  the  relationship  of 
U.S.  imports  to  the  pace  of  U.S.  economic  expansion, 
as  illustrated  below: 


TABLE 

_a 

GNP  (Current  Prices) 

Imports 

$ 

% 

$ 

% 

As  % 

billion 

Change 
(from 

previous 

year) 

billion 

Change 
(from 

previous 

year) 

of  GNP 

1963 

590.5 

5.4 

16.99 

5.0 

2.9 

1964 

632.4 

7.1 

18.62 

9.6 

2.9 

1965 

683.9 

8.1 

21.47 

15.3 

3.1 

1966 

743.3 

8.7 

25.51 

18.8 

3.4 

1967  (first 

3  qtrs.)  777.5    5.5        26.35       5.0        3.4 


As  the  annual  growth  rate  in  GNP  (current  prices) 
moves  up,  imports  climb  more  than  proportionately.   In 
1965  and  1966,  a  period  in  which  GNP  growth  exceeded 
8  percent  per  annum,  our  average  growth  in  imports 
exceeded  16  percent  per  annum. 
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Clearly,  it  was  not  only  the  rate  of  increase  of 
GNP  that  was  the  causal  factor,  but  also  the  fact  that 
the  economic  slack  which  had  existed  in  the  early  1960 's 
was  being  taken  up  in  1965  and  was  completely  eliminated 
in  1966.   In  short,  if  the  United  States  can  maintain 
a  noninf lationary  pace  of  economic  expansion,  the  growth 
in  imports  is  likely  to  be  much  more  moderate  than  in 
1965  and  1966. 

What  happens  in  our  major  markets  is  obviously  of  great 
importance  in  determining  the  level  of  U.S.  exports. 
When  foreign  economies--principally  Western  Europe  and 
Canada--are  expanding,  total  world  markets  are  likely  to 
be  strong  and  U.S.  exports  are  likely  to  rise  with  a 
general  increase  in  world  trade.   Where  expansion  is 
weak--as  it  was  when  it  slowed  markedly  in  Western  Europe 
in  1966  and  1967 — world  trade  and  U.S.  exports  suffered. 
From  1960-63  to  mid-1967,  European  industrial  production 
increased  only  26  percent  while  U.S.  industrial  production 
rose  36  percent--U. S .  growth  being  more  than  a  third 
faster.   This  was  a  major  factor  in  the  $1.7  billion 
decline  in  the  U.S.  merchandise  trade  surplus  from  1961 
to  1966. 

Foreign  Trade  Policies 

Trade  policy  of  foreign  governments  has  an  important 
impact  on  the  U.S.  trade  accounts.   The  Kennedy  Round, 
just  completed,  which  will  result  in  substantial  reduction 
of  barriers  to  trade,  will  strengthen  national  economies 
through  expansion  of  both  exports  and  imports.   But,  as 
far  as  we  can  now  determine,  this  expansion  will  not 
basically  alter  the  trade  balance  of  any  major  country. 

Other  changes  in  trade  policy,  however,  are  not 
neutral  in  their  impact  on  trade  balances.   In  particular, 
recent  changes  in  border  tax  ad justments--taxing  imports 
and  remitting  taxes  on  exports — of  some  European 
countries,  while  consistent  with  the  existing  international 
rules  of  the  General  Agreement  on  Tariffs  and  Trade, 
will  have  an  adverse  effect  on  the  U.S.  trade  balance. 

B.   Soundly  Managing  the  U.S.  Economy  to  Keep  It  Competitive 
and  Stable 

The  above  discussion  shows  the  crucial  importance  to 
the  U.S.  trade  balance  of  maintaining  a  noninf lationary 
expansion  in  the  United  States.   As  in  1966,  excessive 
increases  in  income — especially  when  we  have  full  employ- 
ment— will  be  quickly  translated  into  higher  prices  and 
capacity  bottlenecks  with  a  resulting  surge  in  imports 
and  a  slowdown  in  exports.   We  need  the  fiscal  action 
proposed  by  the  President  on  August  3,  1967 — expenditures 
restraint  and  tax  measures  including  surcharges  on 
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corporate  and  personal  income  taxes.   The  performance 
of  our  trade  account  in  the  last  few  years  underscores 
the  need  for  responsible  financial  management  by  the 
Executive  Branch,  the  Congress,  management  and  labor.. 

VJith  the  economy  picking  up  momentum  in  1968,  and  with 
cost  and  price  pressures  increasing,  we  are  faced  not 
v/ith  the  assurance  of  a  continued  improvement  in  our  trade 
surplus  but  the  threat  of  another  downward  movement. 

The  recent  devaluation  of  sterling  and  subsecuent 
speculative  pressures  in  the  gold  market--ref lecting  the 
view  held  by  many  that  the  U.K.  move  will  put  further 
pressure  on  the  U.S.  balance  of  payments  position--rein- 
force  still  further  the  need  for  responsible  action 
on  the  fiscal  front. 

All  other  efforts  to  improve  our  balance  of  payments 
position  will  be  undermined  unless  we  avoid  the  kind  of 
excessive  growth  that  floods  us  with  imports  and  unless 
we  return  to  relative  price  stability  and  cost  com- 
petitiveness in  the  United  States  economy. 

The  prompt  enactment  of  the  President's  tax  increase 
program  is  the  single  most  important  and  indispensable 
step  this  Nation  can  take  now  to  improve  our  balance  of 
trade  and  payments  and  protect  the  dollar  and  the  inter- 
national monetary  system. 

The  role  of  the  Federal  Government  in  the  maintenance 
of  an  economic  environment  in  which  price  and  cost 
stability  can  be  sustained  is  widely  recognized  by 
international  financial  authorities.   The  Balance  of 
Payments  Adjustment  Process  Report  by  Working  Party  No.  3 
of  the  Organization  for  Economic  Cooperation  and 
Deve lopmon t  s  tated : 

"It  is  agreed  that  there  are  certain 
general  principles  (or  'rules  of  prudence')  v.'hich 
should  be  followed  by  all  countries  in  order  to 
prevent  as  far  as  possible  the  emergence  of  balance 
of  payments  disequilibrium.   In  the  field  of 
demand  management,  it  is  agreed  that  it  should 
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be  a  general  object  of  fiscal  and  monetary  policy 
to  maintain  demand  at  a  level  which  is  neither 
excessive  nor  deficient,  and  to  promote  a  continuing 
expansion  of  total  national  expenditure  in  line 
with  the  trend  growth  rate  of  productive  potential. 
There  is  also  agreement  that,  in  general,  fiscal 
policy  should  play  a  major  role  in  the  management 
of  demand." 

Business  and  labor  also  have  an  important  responsi- 
bility to  protect  our  trade  surplus  by 

--  keeping  wage  demands  and  price  decisions  consistent 
with  national  productivity  performance;  and 

--  avoiding  work  stoppages  or  the  threat  of  work  stop- 
pages in  industries  vulnerable  to  import  or  export 
competition  at  a  time  when  our  balance  of  payments 
position  is  under  pressure. 

Efforts  to  return  to  the  price  and  cost  stability  that 
characterized  the  first  five  years  of  the  decade  require 
business  and  labor  to  exercise  the  utmost  responsibility 
in  their  wage-price  decisions.   These  decisions  directly 
affect  our  competitive  position  at  home  and  in  world  markets. 
Accordingly,  the  President  has  directed  the  Secretaries  of 
Commerce  and  Labor  and  the  Chairman  of  the  Council  of  Economic 
Advisers  to  work  with  the  leaders  of  business  and  labor  to 
make  more  effective  the  voluntary  program  of  wage-price 
restraint. 

Work  stoppages  in  major  manufacturing,  mining,  or  trans- 
portation industries,  or  the  mere  threat  of  such  stoppages 
can  also  cause  considerable  difficulties  for  the  balance  of 
payments : 

—  Most  directly,  imports  are  encouraged  and  exports 
deterred  because  of  work  stoppages  or  threats  of 
them  when  the  collective  bargaining  contracts  affect- 
ing a  basic  industry  are  due  to  expire.   Take,  for 
example,  the  relationship  of  trade  in  steel  to  the 
three-year  collective  bargaining  contract  in  that 
industry:   The  steel  strike  of  1959,  for  example, 
cost  us  $300  million  in  larger  imports  and  $200  mil- 
lion in  lost  exports.   Imports  jumped  from  2.9  percent 
of  U.S.  consumption  in  1958  to  6.1  percent  in  1959. 
Many  U.S.  customers  never  returned  to  American  mills. 
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In  1962,  imports  jumped  from  4.7  percent  to 
5.6  percent  of  steel  consumption,  as  a  result  of 
the  threat  of  a  strike,  and  in  1965,  imports  jumped 
from  7.3  percent  to  10.3  percent  of  consumption, 
and  the  steel  trade  balance  deteriorated  by  $430 
million--again  without  a  strike.   The  threat  of 
a  steel  strike  in  1968  can  bring  in  at  least 
$300  million  of  additional  steel  imports,  and  an 
actual  strike  would  push  this  figure  even  higher. 

--  But  steel  is  not  the  only  area  of  concern.   The 

dock  strike  in  1965  appears  to  have  cost  an  immediate 
$700  million  in  our  trade  surplus,  of  which  it  is 
estimated  that  no  more  than  half  was  subsequently 
regained.   The  current  copper  strike  has  already 
cost  our  balance  of  payments  at  least  $150  million. 

While  the  United  States  is  rich  enough  to  afford  the 
real  cost  which  strikes  impose,  leaders  of  labor  and  manage- 
ment should  be  prepared  seriously  to  consider  whether  there 
is  any  feasible  way  to  give  advance  public  assurance  that 
there  will  be  no  work  stoppage  for  the  next  year  or  two  in 
industries  capable  of  causing  significant  balance  of  payments 
trouble. 

C.   Keeping  World  Markets  Open 

We  have  witnessed  two  decades  of  progressive  liberaliza- 
tion in  international  trade.   From  1946  to  1966,  Free  World 
exports  rose  from  less  than  $50  billion  to  more  than  $180 
billion.   This  extraordinary  growth  in  trade  has  been  accom- 
panied by  the  highest  domestic  growth  rates  the  industrial 
world  ever  experienced. 

The  U.S.  has  played  a  leading  role  in  this  process  of 
trade  liberalization,  a  process  climaxed  by  the  recent 
conclusion  of  the  Kennedy  Round,  in  which  all  major  trading 
countries  of  the  Free  World  participated.   Indeed,  the  Kennedy 
Round  represents  the  most  far-reaching  liberalization  of  trade 
ever  achieved  in  international  negotiations. 

Tariff  cuts  exchanged  among  all  the  participants  affect 
about  $40. billion  of  world  trade  and  about  $15  billion  of 
U.S.  trade.   Reduction  of  tariffs  on  industrial  products  to 
the  extent  of  50  percent  cover  a  very  broad  range  of  goods. 
Substantial,  but  somewhat  smaller,  reductions  cover  many 
more.   This  provides  a  challenge  and  an  opportunity--a  challenge 
to  U.S.  industry  to  use  its  competitive  vigor  to  meet  inter- 
national competition  in  our  markets  at  home,  and  an  even 
greater  opportunity  to  compete  for  a  greater  share  of  expanding 
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exports  internationally.   Reduced  tariff  barriers  mean 
increased  chances  to  trade. 

At  the  same  time  however  we  have  responsibility  to 
avoid  resorting  to  unilaterally  imposed  statutory  quotas 
at  home.   Our  trade  surplus  is  uniquely  vulnerable  to  the 
adverse  impacts  of  a  quota  war — and  that  would  be  the  certain 
aftermath  of  such  protectionist  action  by  the  United  States 
Congress. 

Di.   Making  U.S.  Industry  More  Export  Minded  Through  Selective 
Export  Expansion  Programs 

In  addition  to  intensified  efforts  to  keep  American 
exporters  competitive  and  to  keep  foreign  markets  open,  the 
United  States  will  embark  on  a  major  new  program  of  selective 
export  expansion  measures. 

These  new  measures,  described  below,  will  provide  addi- 
tional help  to  businesses  already  active  in  the  export  field 
and  those  yet  to  enter  it.   The  measures  cover  the  general 
areas  of  export  finance  and  export  promotion.   Some  of  them 
build  on  export  expansion  programs  already  launched  in  pre- 
vious balance  of  payments  programs  and  described  in  Tab  A. 
Others  are  new  and  experimental   and  will  start  on  a  small 
scale.   V^hile  immediate  budgetary  prospects  do  not  permit  a 
massive  increase  in  outlays  for  export  expansion  purposes 
in  fiscal  year  1968  and  fiscal  year  1969,  we  envisage  a 
gradual  build-up  in  these  programs  to  very  sizable  dimensions 
in  coming  years. 

There  is  ample  precedent  for  these  new  recommendations 
in  actions  taken  by  other  governments  to  stimulate  their 
exports. 

We  embark  on  this  intensified  program  of  selective 
export  expansion  measures  because  the  superior  price  and 
cost  performance  by  American  industry  may  not  be  enough  to 
improve  our  trade  balance.   Until  quite  recently,  many  U.S. 
corporations  have  been  fully  occupied  with  the  immense  task 
of  serving  the  largest  domestic  market  in  the  world.   (In 
the  past  seven  years  the  growth  in  the  U.S.  domestic  market 
has  been  equivalent  in  size  to  the  combined  market  of  France, 
Italy,  and  the  United  Kingdom.) 
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Improved  export  performance  by  U.S.  corporations 
depends  not  only  on  competitive  strength  in  terms  of  price 
but  on  competitive  strength  in  terms  of  delivery  periods, 
credit  terms,  and  marketing  efforts  as  well.   It  also  depends 
on  zeal  and  a  desire  to  venture  for  a  position  in  foreign 
markets. 

On  May  23,  1967,  the  President  said: 

"One  of  the  most  ambitious  goals  we  have  for  the 
months  ahead  is  ...  to  try  to  fire  up  the  producers  of 
this  Nation  to  attempt  to  make  a  substantial  increase 
in  our  exports  and  to  find  new  ways  and  means  of 
bringing  about  that  result." 

The  program  described  below  is  intended  to  do  just 
this. 

In  devising  this  package  of  export  expansion  proposals, 
the  Administration  has  been  guided  by 

--  the  recommendations  of  the  National  Export 
Expansion  Council; 

—  recommendations  of  American  corporations  already 
actively  engaged  in  the  export  business  and  those 
not  yet  so  engaged; 

--  recommendations  of  the  American  financial  community; 

--  the  budgetary  realities  of  the  day;  and 

--  United  States  contractual  obligations  under  the 
General  Agreement  on  Tariffs  and  Trade  (GATT) . 

1.   Improved  Export  Financing 

The  Export-Import  Bank  is  our  key  Government  agency  to 
help  provide  appropriate  financial  accommodation  for  our 
exports.   As  part  of  the  new  program  to  stimulate  the  flow  of 
our  goods  into  overseas  markets: 

a.   The  Congress  will  be  asked  to  earmark  $500  million 
of  the  already-requested  $4.5  billion  authorization 
for  Export-Import  Bank  to  be  used  for  greatly 
liberalized  export  insurance  and  export  guarantee 
facilities  in  that  bank.   In  addition,  a  portion  of 
this  sum  should  be  earmarked  to  enable  the  Export- 
Import  Bank  to  make  loans  carrying  a  higher  degree  of 
risk  than  carried  by  its  traditional  credits  in  those 
cases  where  the  development  of  lasting  and  growing 
markets  tor  U.S.  products  appears  particularly 
promising . 
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b.  The  Export-Import  Bank  will  greatly  strengthen 
and  liberalize  its  rediscount  facility  for  export 
paper,  carrying  such  paper  for  longer  periods  of 
time  and  charging  more  attractive  rates  than  is 
presently  the  case. 

c.  To  reinforce  a.  and  b.  above,  the  Export-Import 
Bank's  Exporter  Credit  program  will  be  greatly 
liberalized,  providing  the  private  community 
throughout  the  country  with  increased  discretion 
and  authority  covering  a  new  range  of  nations. 

2 .   Intensified  Export  Promotion  Activity 

a.   As  a  result  of  initiatives  arising  from  previous 
balance  of  payments  programs,  the  Commerce  Depart- 
ment has  greatly  intensified  its  export  promotion 
activities  in  recent  years.   The  number  of  commer- 
cial exhibitions  at  trade  fairs  and  trade  centers — 
to  cite  just  one  result  of  these  intensified  efforts — 
has  climbed  from  24  in  fiscal  1963  to  a  planned  total 
of  65  in  fiscal  1968.   The  number  of  U.S.  firms  par- 
ticipating in  these  fairs  and  centers  has  jumped 
from  886  in  1963  to  an  estimated  2,390  this  year. 
While  overseas  promotion  activities  involve  foreign 
exchange  costs,  the  balance  of  payments  returns  from 
these  programs  are  believed  to  be  exceptionally  high. 
These  returns  are  measured  by  annual  questionnaires 
sent  by  Commerce  to  corporations  participating  in  the 
activities  in  question. 

In  view  of  the  success  of  these  prograims  to  date  and 
the  high  returns  derived  therefrom,  the  Administration 
will  ask  the  Congress  for  an  additional  appropriation" 
of  $10-1/2  million  in  fiscal  year  1969  to  increase 
the  sum  spent  on  existing  export  promotion  programs 
from  the  $11-1/2  million  presently  authorized  to 
$22  million.   During  the  five  years,  fiscal  year  1970 
to  fiscal  year  1974,  we  should  plan  in  terms  of 
increasing  annual  appropriations  for  these  programs 
up  to  an  annual  level  of  $50  million.   The  Secretary 
of  Commerce  feels  that  he  can  productively  spend 
approximately  $200  million  over  the  five-year  period 
in  question  on  these  programs  and  the  Congress  will~~ 
be  asked  to  support  such  an  intensified  program. 
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There  are  numerous  small-  and  medium-sized  companies 
in  the  United  States  which  engage  in  no — or  only  in 
very  limited--export  activities.   (Two  thousand  U.S. 
companies  presently  export  from  $100,000  to  $10 
million  of  goods  and  services  annually.)   These  and 
many  other  companies  could  achieve  more  with 
additional  assistance.   Secretary  of  Commerce 
Trowbridge  has  developed  a  "Joint  Export  Association 
Plan"  under  which  the  Commerce  Department  would 
provide  funds  to  firms  associated  for  the  purpose 
of  cooperatively  improving  their  export  performance. 
The  Secretary  of  Commerce  has  been  directed  to 
begin  this  program. 

Funds  would  be  provided  to  such  Joint  Export 
Associations  for  systematic  development  of  export 
markets  over  a  sustained  period,  ranging  from  two 
to  five  years,  both  in  industrialized  and  developing 
countries.   Government  financial  assistance 
provided  for  such  market  developments  would  be 
determined  on  a  contract-by-contract  basis, 
would  generally  not  exceed  50  percent  of  the 
cost,  and  would  phase  out  over  time. 

Expenditures  for  trade  development  activities 
eligible  to  be  shared  under  this  program  would 
include  those  for  the  following  activities: 

Advertising,  Publicity 

Participation  in  trade  fairs  and  other 

exhibitions 
Market  research 

Supplying  samples  and  technical  data 
Overseas  trade  promotional  visits 
Preparing  and  submitting  bids  (intended  to 

cover  specialized  equipment  and  unusual 

projects,  including  blueprints,  drawings, 

etc. ) 
Operation  abroad  of  sales  offices,  showrooms, 

warehouses,  and  service  centers 
Training  of  sales  and  service  personnel 
Product  use  familiarization  programs 
Operation  abroad  of  assembly  and  packaging 

facilities  for  U.S.  products 
Joint  Export  Associations  could  involve 
large,  medium,  and  small  firms,  handling 
unrelated,  complementary,  or  competitive 
products,  although  emphasis  is  expected 
to  be  placed  primarily  on  the  smaller 
firms. 
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In  its  initial  stages,  the  Joint  Export  Asso- 
ciations program  would  be  experimental.   If  the 
program  were  successful,  requests  for  rather 
substantial  additional  appropriations  could  be 
made  in  subsequent  years. 

E.   Keeping  World  Markets  Fair 

The  success  of  our  own  export  expansion  program  depends 
significantly  not  only  on  a  competitively  strong  U.  S.  economy 
and  on  a  liberal  trade  policy  at  home  and  abroad  to  keep 
world  markets  open.   It  also  depends  on  the  treatment  our 
goods  receive  in  world  markets.   A  number  of  other  countries — 
some  of  them  in  balance  of  payments  surplus — have  utilized 
financial  measures,  promotion,  export  rebates,  and  border  tax 
adjustments  to  strengthen  their  trade  positions.   Some  of 
these  measures  have  put  us  at  a  relative  disadvantage.   To 
reduce  the  inequities  and  harmonize  trade  practices  requires: 

—  a  fresh  look  at  some  provisions  of  the  GATT 

--  minimizing  the  disadvantages  to  our  trade  that  result 
from  the  border  tax  systems  •f  some  of  our  trading 
partners   and 

—  reducing  nontariff  barriers  to  our  trade. 

1.   A  Fresh  Look  at  the  GATT 

The  time  has  come  to  reexamine  certain  features  of 
the  General  Agreement  on  Tariffs  and  Trade.   That  the  United 
States  has  been  a  staunch  supporter  of  the  GATT,  and  the 
principles  of  liberalized  trade  for  which  it  stands,  should 
be  clear  to  all.   An  eaormous  advance  toward  the  expansion 
of  world  trade  has  been  made  under  the  GATT.   Yet  the  appli- 
cation of  some  of  its  rules  could  limit  the  possibilities  of 
expanding  trade  and  with  it  the  increase  in  U.S.  exports, 
both  so  essential  to  all--here  and  abroad. 

—  Are  the  provisions  of  the  GATT  for  countries  in 
balance  of  payments  difficulties  more  oriented 
toward  restrictive  rather  than  expansionary  trade 
measures? 
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--  Does  the  GATT  incorporate  principles--in  the  field 
of  taxation  and  other  government  activities--that 
do  not  apply  in  today's  world,  and  give  advantages 
to  some  countries  not  available  to  others? 

--  Do  the  nontariff  barriers  which  remain  in  existence 
throughout  the  world  today  limit  the  benefits 
achievable  from  past  trade  negotiations  and  limit 
the  effectiveness  of  many  GATT  provisions? 

--  Should  we  not  consider  the  possibility  that  changes 
in  tax  systems--either  as  a  result  of  proposed  har- 
monization arrangements  in  the  European  Economic 
Community  or  other  modif ications--will  make  some 
provisions  of  the  1947  agreement  obsolete? 

Article  XII  of  the  GATT  permits  countries  in  balance 
of  payments  difficulty  to  impose  import  quotas  to  help  correct 
the  disequilibrium  in  question.   This  right  has  been  utilized 
by  a  number  of  countries  in  the  postv/ar  period.   But  the 
present  rule  may  result  in  much  harsher  and  more  persistent 
impediments  to  world  trade  than  required. 

Careful  consideration  should  be  given  to  a  revision  of 
the  GATT  rules  so  that  balance  of  payments  difficulties 
could  be  eased  by  trade  devices  other  than  quantitative 
restrictions . 

Ambassador  Roth,  the  President's  Special  Representative 
for  Trade,  raised  another  urgent  set  of  issues  at  the  GATT 
Ministerial  Meeting  this  fall  as  follows: 

"Another  serious  problem  area  is  the  relation- 
ship of  countervailing  duties  and  subsidies.   The 
United  States  has  already  raised  this  question  in 
the  Plenary  under  Agenda  Item  16.   At  that  time  we 
emphasized  that  it  was  essential  to  undertake  a 
broad- ranging  examination  of  all  aids  to  exports 
along  with  the  countervailing  duties,  since  one  could 
not  be  considered  in  isolation  from  the  other.   We 
are  very  much  concerned  about  the  consequences  of 
conflicting  policies  and  practices  in  this  area,  both 
in  agriculture  and  industry.   This  broad  and  complex 
area  of  fiscal  adjustment  is  filled  with  danger  for 
all  of  us  where  practices  conflict.   If  order  is  to 
be  brought  into  this  field,  we  must  have  a  clear 
idea  of  the  nature  and  effects  of  these  rapidly 
expanding  practices,  their  relation  to  one  another 
and  to  the  rules  by  which  we  carry  on  our  trade," 
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The  GATT  permits  countries  relying  heavily  on  indirect 
systems  of  taxation  to  provide  exporters  with  rebates  and  to 
impose  border  taxes  on  imports,  while  countries  relying 
more  heavily  on  direct  taxation,  such  as  the  United  States, 
are  severely  limited  in  taking  comparable  action. 

Many  economists  and  businessmen  question  the  basic 
premise  underlying  these  provisions.   At  one  time,  it  was 
generally  thought  that  the  effects  of  indirect  taxes  were 
entirely  passed  on  to  consumers,  while  direct  taxes  were 
wholly  absorbed  by  producers.   The  GATT  rules,  reflecting 
this  supposition,  allow  indirect  taxes  to  be  rebated  on 
exports  and  imposed  on  imports.   But  it  is  increasingly 
recognized  today  that  border  adjustment  of  indirect  taxes 
creates  an  unwarranted  advantage  for  some  countries . 

2 .   The  Immediate  Problem  of  Changes  in  Border  Tax  Rates 

There  is  an  immediate  situation  which  creates  an  urgent 
trade  problem.   The  member  countries  of  the  European  Economic 
Community  are  embarked  upon  harmonization  of  their  internal 
tax  systems.   This  harmonization  will  result  in  increases  in 
the  border  taxes  and  export  rebates  of  some  of  those  countries 
Other  European  countries  are  also  raising  their  border  tax 
adjustments . 

For  over  two  years  there  have  been  multilateral  and 
bilateral  discussions  under  the  aegis  of  the  Organization 
for  Economic  Cooperation  and  Development  of  the  trade  effects 
of  these  planned  changes  in  the  European  countries. 

The  United  States  representatives  have  repeatedly  voiced 
their  concern.   They  have  pointed  out  that  such  increases 
will  compound  the  trade  advantages  gained  by  the  countries 
which  rely  on  export  tax  rebates  and  border  tax  adjustments 
on  imports  of  various  indirect  taxes.   They  have  noted  that 
both  the  present  system  and  its  impending  intensification  are 
contrary  to  the  better  workings  of  the  international  adjust- 
ment process  and  the  role  that  could  be  fulfilled  by  surplus 
countries. 
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The  United  States  cannot  question  a  country's  choice 
of  an  indirect  tax  system  or  the  desire  to  change  from  one 
indirect  system  to  another.   But  it  is  concerned  with  the 
effect  on  international  trade  of  the  changes  in  these 
adjustments  which  will  take  place  as  the  EEC  countries 
harmonize  their  indirect  tax  systems. 

To  bring  about  greater  equity  between  these  practices 
and  the  United  States  is  an  essential  element  in  the  balance 
of  payments  adjustment  process. 

Accordingly,  the  President  has  initiated  discussions 
at  a  high  level  with  foreign  countries--particularly  those 
nations  with  balance  of  payments  surpluses — with  a  view 
to  obtaining  their  prompt  cooperation  in  minimizing  the 
disadvantages  to  our  trade  which  arise  from  differences  in 
national  tax  systems.   Legislative  measures  are  also  being 
prepared  in  this  area  whose  scope  and  nature  will  depend  on 
the  outcome  of  these  consultations. 

3 .   Nontariff  Barriers 

Nontariff  barriers  abroad  still  act  as  impediments  to 
our  exports.   We  must  seek  not  only  to  reduce  and  remove 
these  nontariff  barriers,  but  to  remain  alert  against  the 
establishment  of  new  ones. 

The  U.S.  Government  has  actively  reviewed  this  area  of 
concern: 

In  its  September  1967  report  on  The  Future  of  U.S. 
Foreign  Trade  Policy,  the  Subcommittee  on  Foreign  Economic 
Policy  of  the  Joint  Economic  Committee  of  the  Congress  of 
the  United  States  stated: 

"The  United  States  should  be  prepared  to  become 
a  leader  in  the  review  and  mitigation  of  nontariff 
obstructions  to  international  trade.   The  accomplish- 
ments of  the  Kennedy  Round  negotiations  in  reducing 
tariffs  as  such  permits,  indeed,  calls  upon  all  of  the 
trading  nations  of  the  world  to  take  a  new  and  fresh 
look  at  the  mass  of  nontariff  barriers  which  have  grown 
up  over  the  years  in  most  countries. 

"Not  infrequently,  these  nontariff  barriers  deny 
to  the  individual  countries  and  the  world  the  gains  and 
efficiencies  of  free  trade  more  effectively  and  more 
insidiously  than  the  visible  tariff  obstructions 
themselves.   Nontariff  barriers  are  numerous  and  varied, 
sometimes  having  come  into  existence  for  good  and 
understandable  reasons  or  unfortunately,  in  some  cases. 
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in  response  to  special  pleading  or  transient  conditions 
in  conflict  with  the  long-run  interest  of  the  nations 
involved. " 

Ambassador  Roth,  the  United  States  Special  Trade 
Representative,  said  at  the  GATT  Ministerial  meeting  on 
November  23,  1967: 

"...  As  tariffs  are  reduced,  these  [nontariff] 
barriers  take  on  an  increasing  significance.   Indeed, 
they  are  already  a  matter  of  sharp  concern  to  most 
of  us. 

"We  think  the  first  need  is  for  an  inventory  of  these 
restrictions.   We  do  not  yet  have  sufficient  understand- 
ing of  their  scope,  their  significance  and  their  intri- 
cate workings.   But  a  useful  examination  will  require 
positive  effort  by  all  nations,  because  many  of  these 
restrictions  relate  to  basic  national  policies  and  practices 
When  this  inventory  is  completed,  the  Contracting  Parties 
should  analyze  their  trade  effects  and  examine  various 
possible  negotiating  techniques  which  might  be  applied  to 
them . " 

The  reduction  of  these  barriers  is  an  important  element 
in  U.S.  Government  efforts  to  provide  an  international  environ- 
ment conducive  to  the  expansion  of  world  trade  and  a  higher 
level  of  U.S.  exports. 


An  Intensified  Program  to  Moderate 
The  Foreign  Exchange  Costs  of 
Govermnent  Expenditures  Abroad  For 
Security,  Development ^  and  OtheY 
Activities 
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V.   An  Intensified  Program  to  Moderate  the  Foreign 
Exchange  Costs  of  Government  Expenditures  Abroad 
for  Security,  Development,  and  Other  Activities 


A.   Introductory  Comments 

We  are  faced  now,  and  will  be  in  the  future,  with 
Government  expenditures  overseas  to  meet  the  costs: 

—  of  our  commitments  abroad,  on  which  America's 
security  and  survival  depend, 

—  of  our  regular  overseas  establishments,  and 

—  of  contractual  obligations  overseas  that  arise 
in  the  operation  of  our  Government. 

We  have  pressed  in  all  areas  of  the  Government  to 
achieve  balance  of  payments  savings,  in  our  military 
expenditures,  in  economic  assistance,  and  in  our  regular 
Government  operations. 

We  must  move  ahead  in  all  these  areas  even  more 
intensively  to  achieve  further  balance  of  payments 
savings. 

The  President's  program  sets  as  our  new  target  a 
$500  million  improvement  over  the  present  balance  of 
payments  costs  of  our  defense,  AID,  and  other  Government 
expenditures  abroad  i^   The  President  has  announced  three 
steps  to  this  end: 

"First,  I  have  directed  the  Secretary  of 
State  to  initiate  prompt  negotiations  with  our 
NATO  allies  to  minimize  the  foreign  exchange 
costs  of  keeping  our  troops  in  Europe.   Our 
allies  can  help  in  a  number  of  ways,  including: 

—  The  purchase  in  the  U.S.  of  more  of 
their  defense  needs. 

—  Investments  in  long-term  United  States 
securities. 
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"I  have  also  directed  the  Secretaries  of 
State,  Treasury  and  Defense  to  find  similar  ways 
of  dealing  with  this  problem  in  other  parts  of 
the  world. 

"Second,  i  have  instructed  the  Director 
of  the  Budget  to  find  ways  of  reducing  the  numbers 
of  American  civilians  working  overseas. 

"Third,   I  have  instructed  the  Secretary 
of  Defense  to  find  ways  to  reduce  further  the 
foreign  exchange  impact  of  personal  spending 
by  U.S.  forces  and  their  dependents  in  Europe." 

Table  10  shows  the  net  costs  of  the  Government 
transactions  to  our  over-all  balance  of  payments.   (More 
detail  is  shown  in  Tables  11  and  12.)   The  table  shows 
that  between  1960  and  1965  there  was  a  $1.1  billion  drop 
in  the  net  balance  of  payments  cost  of  Government  activities 
Nevertheless,  in  1965,  the  Government  sector  still  showed 
a  substantial  deficit  ($2.6  billion).   In  1966  (and  again 
in  1967) ,  the  Government  deficit  increased  significantly 
as  a  result  of  Vietnam  expenditures.   (Investments  in  long- 
term  U.S.  bank  certificates  of  deposit  made  largely  by 
foreign  central  banks  as  a  result  of  the  effort  by  the 
United  States  Treasury  described  earlier  are  not  included 
in  these  figures.) 

TABLE  10 


Net  Balance  of  Payments  Cost 
of  Government  Transactions 

(billions  of  dollars) 

1960    1961    1962    1963    1964    1965    1966    1967    (Jan.- 

Sept. 
-3.7    -3.0    -2.0    -2.5    -2.5    -2.6    -3.2    -2.6    only) 

The  foreign  exchange  costs  of  Government  will  not 
disappear  when  hostilities  end  in  Southeast  Asia.   They  will 
drop,  but  much  of  the  opportunity  to  reduce  the  net  cost 
to  the  U.S.  balance  of  payments  could  be  lost  unless  we 
exercise  self-discipline  and  insist  that  other  nations  do 
their  fair  share  in  meeting  joint  responsibilities  in  the 
military  and  economic  assistance  fields. 
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Ways  must  be  found  to  neutralize  the  foreign  exchange 
costs  of  military  expenditures  in  the  common  defense. 


We  must  find  ways  to  work  constructively  with  our 
allies  on  bilateral  and  possibly  multilateral  arrange- 
ments designed  to  neutralize  the  foreign  exchange  con- 
sequences of  the  locations  of  our  military  forces  and 
those  of  our  allies. 

The  determination  of  the  share  a  nation  should  bear 
in  helping  to  meet  the  economic  assistance  requirements 
of  the  less-developed  world  and  the  security  requirements 
of  our  community  of  nations  requires  difficult  and  con- 
tinuous decisions  on  a  host  of  issues.   These  issues  cannot 
be  resolved  solely  on  the  basis  of  domestic  resources  or 
budgetary  considerations. 

In  the  process  of  providing  bilateral  aid  and  con- 
tributions to  multilateral  financial  institutions,  we 
must  constantly  ask  ourselves: 

—  What  are  other  donor  countries  contributing? 

—  How  aggressively  have  the  institutions  in 
question  attempted  to  borrow  in  the  capital 
markets  of  other  donor  countries? 

—  What  are  the  recipients  doing,  through  self-help 
efforts,  to  utilize  the  money  efficiently  and 
effectively? 

—  What  safeguards  are  the  institutions  providing 
for  donor  countries  that  may  from  time  to  time 
be  in  balance  of  payments  difficulty  themselves? 

B.   Military 

1.   General  Measures  to  Reduce  External 
Military  Expenditures 

A  detailed  report  by  the  Department  of  Defense  on 
its  efforts  to  reduce  expenditures  and  increase  receipts 
abroad  is  contained  in  Tab  B. 


-  98 


Our  efforts  to  hold  down  the  foreign  exchange  costs 
of  military  programs  have  been  substantial.   Between 
calendar  1960  and  calendar  1965  net  military  foreign 
exchange  expenditures  1/  were  reduced  from  $2.8  billion 
to  $1.6  billion  despite  rising  overseas  costs  and  despite 
such  events  as  the  Berlin  crisis  build-up.   The  gap 
widened  again  in  1966  and  in  1967  because  of  essential 
outlays  for  maintaining  the  shield  of  freedom  in  Vietnam. 
The  net  balance  of  payments  costs  of  our  defense  expendi- 
tures for  other  purposes,  although  substantial,  have  been 
held  strictly  in  check  as  the  Secretary  of  Defense  carried 
out  the  President's  prior  directives  to  intensify  his 
program: 

—  to  shift  defense  buying  from  sources  abroad  to 
sources  in  the  United  States; 

—  to  reduce  the  staffs  in  overseas  headquarters; 

—  to  streamline  overseas  support  operations; 

—  to  work  with  our  defense  partners  to  increase 
their  offset  purchases  of  military  equipment 
in  the  United  States. 

These  and  other  measures  described  in  Tab  B  have  been 
taken  while  fully  protecting  our  security  interests  and 
discharging  our  responsibilities.   Military  personnel 
levels  outside  Southeast  Asia  have  been  reduced.   Employ- 
ment of  foreign  nationals  for  support  or  service  activities, 
setting  Southeast  Asia  aside,  has  dropped.   Military  Post 
Exchanges  emphasize  U.S.  goods  in  their  display,  pricing, 
and  purchasing  practices.   Non-Vietnam  overseas  construc- 
tion costs  entering  the  balance  of  payments  have  been 
curtailed.   On  the  individual  level,  a  massive  education 
effort  has  been  undertaken  to  restrain  foreign  expenditures 
and  increase  savings  in  the  United  States. 

These  are  general  measures  that  have  been  taken  and 
which  should  continue  to  be  vigorously  pursued.   But 
they  are  not  enough.   Over  the  past  six  calendar  years 
(1961-66)  ,  our  military  expenditures  outside  the  United 
States  have  averaged  $3.1  billion.   Even  after  taking 

iT  The  figures  in  this  section  (B)  and  those  in  Tab  B 

are  Defense  Department  data  which  have  some  technical 
differences  in  classification  from  the  data  published 
in  the  balance  of  payments  accounts  which  are  used  in 
Table  12  in  this  Chapter  and  Table  6  in  Chapter  III. 
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account  of  receipts  under  the  military  offset  arrangements 
with  Germany  and  other  sales  of  military  equipment,  the 
net  foreign  exchange  costs  of  military  outlays  averaged 
$2.0  billion. 

These  military  outlays  are  rising.   They  were  less 
than  $3.4  billion  in  fiscal  year  1966  and  $4.1  billion 
in  fiscal  year  1967.   The  rising  trend  in  our  net  military 
deficit  is  outlined  by  region  in  Table  11. 

Vietnam  may  be  viewed  as  temporary,  and  the  extra- 
ordinary foreign  exchange  drains  from  it  should  decline 
in  time.   But  other  significant  declines  in  balance  of 
payments  consequences  of  military  deployments  outside 
the  United  States  will  depend  upon  the  neutralization 
of  their  balance  of  payments  effect. 

Two  possible  ways  to  neutralize  these  military 
expenditures,  both  involving  action  by  the  recipient 
countries,  are: 

—  purchase  of  additional  U.S.  goods  and  services. 

—  long-term  investments  in  the  United  States  by 
central  banks  or  governments. 

We  must  successfully  negotiate — bilaterally  or 
multilaterally--long-term  arrangements  of  this  sort  v/hich 
offset  our  large  remaining  balance  of  payments  costs  on 
military  account.   No  other  course  is  consistent  with 
the  adjustment  process,  or  fair  and  equitable. 

2 .   European  Area 

Our  commitments  for  the  common  defense  are  vital  to 
U.S.  security  and  cannot  be  put  in  question.   The  balance 
of  payments  cost  to  the  U.S.  of  these  commitments  is 
substantial.   Gross  expenditures  for  the  stationing 
of  U.S.  forces  in  Europe  currently  amount  to  about  $1.5 
billion  annually  (a  part  of  which  has  been  offset  by 
European  purchases  in  the  U.S.).   We  are  now  engaged  in 
a  renewed  effort  to  find  financially  viable  ways  and 
means  of  meeting  the  security  needs  of  the  alliance 
while  engaging  with  our  allies  in  a  continuing  reexamina- 
tion of  the  needs. 
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After  consultation  in  NATO,  the  U.S.  has  made 
arrangements  for  redeploying  about  35,000  U.S.  military 
personnel  from  Germany  in  1968.   These  forces  will  be 
based  in  the  U.S.  but  will  remain  earmarked  for  use  in 
Germany  and  will  return  there  at  regular  intervals  for 
training.   This  plan  will  also  permit  a  reduction  in  the 
number  of  the  Defense  Department's  foreign  employees  in 
Germany. 

The  Defense  Department  report  contained  in  Tab  B 
describes  the  U.S.  military  sales  program,  which  was 
primarily  responsible  for  increasing  our  receipts  worldwide 
from  $300  million  in  FY  1961  to  $1.6  billion  in  FY  1967. 
Most  of  those  sales  were  to  our  NATO  allies.   For  six  years, 
until  last  June,  we  had  a  series  of  "military  offset 
agreements"  with  Germany  under  which  the  German  Government 
undertook  to  buy  from  the  U.S.  military  equipment  and 
services  costing  an  amount  which  offset  the  bulk  of  our 
defense  expenditures  in  Germany.   The  German  Government 
did  not  renew  the  agreements  for  the  period  after  June  1967 
but  expects  to  continue  major  purchases  in  the  U.S.,  although 
advance  payments  under  the  offset  agreements  (of  which 
substantial  amounts  remain  on  deposit  as  of  year-end  1967) 
will  reduce  our  new  receipts  over  the  near  term.   During 
FY  1968  the  German  Bundesbank  agreed  to  invest  $500  million 
in  nonmarketable  U.S.  Treasury  securities.   This  investment 
counts  as  a  long-term  capital  inflow,  reducing  our  payments 
deficit.   It  does  not  fully  offset  our  expenditures  in 
Germany. 

Despite  our  offset  agreement  with  Germany,  the  EEC 
countries  gained  an  average  of  over  $300  million  annually 
over  the  1961-65  period  from  military  transactions  with 
the  United  States.   In  the  absence  of  any  neutralization 
arrangements,  this  figure  will  jump  to  nearly  $1  billion 
annually,  beginning  in  July  1968. 

The  importance  of  neutralizing  these  costs  was 
stressed  by  Secretary  of  State  Rusk  and  Deputy  Secretary 
of  Defense  Nitze  at  the  NATO  Ministerial  Meeting  on 
December  12,  1967.   In  a  formal  statement  in  behalf  of 
Secretary  of  Defense  McNamara,  the  latter  said: 
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"We  will,  therefore,  continue  to  maintain  forces 
in  Europe  for  as  long  as  they  are  desired.   In 
saying  this,  however,  I  must  also  point  out  an 
anomaly  in  European  attitudes  which  cannot  per- 
sist.  This  is  that  on  the  one  hand  there  should  be 
no  diminution  of  U.S.  forces,  but  that  on  the 
other  hand  the  responsibility  for  meeting  the 
balance  of  payments  deficit  caused  by  such  large- 
scale  continuing  U.S.  deployments  in  Europe  is 
none  of  Europe's  affair.   It  is  essential  that 
deficits  suffered  by  countries  as  a  result  of  their 
stationing  troops  abroad  in  the  common  effort  should 
be  treated  and  solved  by  their  allies  on  a  coopera- 
tive basis.   We  would  welcome  suggestions  from  our 
allies  on  how  to  meet  this  pressing  problem,  since 
its  solution  cannot  be  further  postponed." 

The  United  States  intends  to  renew  negotiations  promptly 
with  Germany  and  and  with  other  European  countries  where 
the  U.S.  has  large  military  expenditures.   We  propose  to 
explore  ways  and  means  of  broadening  our  bilateral  neutrali- 
zation agreements  into  multilateral  arrangements  of  a  long^ 
lasting  character. 

The  economies  we  have  made  as  a  result  of  the  move 
from  France  and  those  which  will  follow  the  redeployment 
of  about  35,000  additional  military  personnel  from  Europe 
in  1968   are  together  expected  to  reduce  our  balance  of 
payments  costs  on  military  account  in  Europe  by  over  $125 
million  a  year.   Nevertheless,  the  remaining  balance  of 
payments  costs  incurred  as  a  result  of  large-scale  deploy- 
ments of  U.S.  forces  in  Europe  are  still  substantial. 
We  have  made  it  clear  to  our  allies  that  we  consider  it 
essential  that  deficits  suffered  by  countries  as  a 
result  of  stationing  troops  abroad  in  the  common  effort 
should  be  treated  and  solved  by  the  allies  on  a  cooperative 
basis. 

In  addition  to  the  other  steps  being  taken  to  reduce 
the  balance  of  payments  costs  of  our  military  effort,  the 
Secretary  of  Defense  has  been  instructed  to  find  ways  to 
reduce  further  the  foreign  exchange  impact  of  personal 
spending  in  Europe  by  Defense  personnel  and  dependents > 
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3 .   East  Asia 

The  mounting  foreign  exchange  costs  of  our  vital 
military  actions  in  Vietnam  have  brought  to  the  front  the 
question  of  dynamic  and  viable  financial  relationships  in 
that  area  of  the  world — both  currently  and  when  the  fighting 
stops.   The  direct  balance  of  payments  costs  attributable  to 
our  security  efforts  in  Southeast  Asia  began  to  increase 
in  1965.   By  calendar  year  1967  the  increase  totaled 
$1.5  billion  per  annum  (excluding  indirect  effects).   But 
even  before  Vietnam,  U.S.  military  costs  in  Asia  were  not 
insignificant. 

VJe  must  intensify  our  efforts  to  reduce  the  impact 
of  the  foreign  exchange  costs  of  security  operations  in 
Asia--both  now  and  after  the  fighting  ends.   We  have  already 
begun,  in  a  number  of  countries,  to  encourage  investment  of 
official  reserves — climbing  dramatically  in  many  instances 
because  of  U.S.  military  spending--in  longer-term  investments 
in  the  United  States.   This  is  mutually  benef icial--helpful 
to  the  developing  countries  in  putting  aside  a  reserve 
for  the  future  and  helpful  to  the  United  States,  which  is 
now  bearing  heavy  foreign  exchange  costs  in  the  area.   As 
experience  in  Europe  has  taught  us,  this  is  but  one  of 
a  number  of  possible  neutralization  techniques.   Very 
clearly,  more  needs  to  be  done  in  Asia  to  neutralize  U.S. 
balance  of  payments  costs  incurred  in  the  common  defense. 
More  is  being  done,  and  can  be  done  without  detriment  to 
economic  development  of  the  countries  of  East  Asia. 

The  joint  communique  by  President  Johnson  and  His 
Excellency  Prime  Minister  Sato  of  Japan  on  November  15, 
1967,  included  an  agreement 

"...to  enhance  the  usefulness  of  the  joint  United 
States-Japan  Committee  on  Trade  and  Economic 
Affairs  by  establishing  at  an  early  date  a  sub- 
committee.  This  subcommittee  will  be  a  forum  for 
consultation  on  economic  and  financial  matters  of 
importance  to  both  countries,  including  the  short 
and  longer-range  balance  of  payments  problems  of 
the  two  countries . " 

The  first  meeting  of  the  subcommittee  is  scheduled 
for  late  January  1968. 
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C.   Aid 

1.   Bilateral 

We  cannot  expect  to  strengthen  our  balance  of  payments 
at  the  expense  of  the  less-developed  world.  It  is  in  our 
economic  interest  and  in  the  world's  economic  interest  to 
assist  this  vast  group  of  nations  with  its  vast  potential 
for  expanded  world  trade,  output  and  employment,  or  world 
insecurity,  hopeless  poverty  and  frustration. 

We  seek  to  assist  the  less-developed  nations  toward  a 
better  life,  but  we  seek  to  do  it  in  a  way  that  transfers 
primarily  real  resources  when  we  are  in  balance  of  payments 
difficulties  and  emphasize  both  real  and  financial  resources 
when  we  are  in  balance  of  payments  surplus. 

Our  efforts  in  the  past  have  been  directed  to  two 
main  areas: 

—  increasingly  to  tie  bilateral  foreign  assistance 
to  the  financing  of  United  States  goods  and 
services;  and 

—  to  have  the  other  financially  powerful  countries 
of  the  Free  World  increase  their  assistance  to 
the  less-developed  countries. 

The  fact  that  our  agricultural  sales  program  and  the 
operations  of  the  Export-Import  Bank  involve  U.S.  exports 
is  well  recognized.   The  AID  story  is  less  well  recognized — 
its  role  of  assisting  others  while  on  an  increasing  scale 
supplying  U.S.  goods  in  ways  that  minimize  any  adverse 
balance  of  payments  impact. 

In  most  of  the  1950's,  U.S.  bilateral  assistance 
was  open  to  international  competitive  bidding.   Increas- 
ingly, this  resulted  in  U.S.  financing  of  procurement 
in  other  industrial  countries  which  have  recovered  from 
the  war  and  become  increasingly  competitive.   While  we 
were  seeking  to  help  the  economically  "have-not"  nations, 
our  help  was  hurting  the  dollar  and  adding  to  potential 
calls  on  our  gold.   This  was  inconsistent  with  our  own 
and  the  world's  balance  of  payments  situation.   By 
1959  only  40  percent  of  our  bilateral  aid  dollars  were 
being  spent  on  U.S.  goods  and  services.   At  that  time 
moves  were  started  to  place  tighter  limitations  on  the 
U.S.  policy  of  worldwide  procurement.   Tying  procedures 
have  been  strengthened  over  time. 
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Today,  AID  funds  are  spent  primarily  in  the  United 
States  for  goods  and  services  procured  in  this  country. 
Ninety-two  percent  of  total  AID  expenditures  will  be  spent 
in  the  United  States.    of  AID's  total  expenditures  for 
commodity  assistance,  96  percent  will  be  for  procurement 
of  U.S.  goods.   Successive  tightening  of  AID  activities 
as  part  of  our  balance  of  payments  program  leaves  only  a 
few  elements  not  specifically  tied  to  U.S.  goods  and 
services — salaries  and  payments  to  AID  overseas  personnel 
and  contractors,  only  a  part  of  which  is  spent  abroad, 
strictly  limited  offshore  procurement,  and  AID's  contribu- 
tion to  the  multilateral  Foreign  Exchange  Operations  Fund 
in  Laos  and  parts  of  some  grants  to  overseas  educational 
institutions . 

On  a  balance  of  payments  accounting  basis  AID's 
offshore  expenditures  were  over  $900  million  in  FY  1961 
and  $800  million  in  1963.   The  balance  of  payments  directive 
was  to  reduce  its  offshore  expenditures  to  not  more  than 
$500  million  by  FY  1965.   The  target  was  more  than  met. 
Despite  a  greatly  expanded  economic  aid  program  for  Vietnam, 
offshore  expenditures  were  held  to  the  target  in  FY  1966. 
As  a  result  of  AID's  further  tightening  of  tied  procure- 
ment regulations,  offshore  expenditures  are  estimated  at 
$290  million  in  FY  1967  and  at  $200  million  in  FY  1968. 
These  figures  do  not  take  into  account  the  repayments  on 
loans  made  by  AID  and  its  predecessors. 

The  President,  on  January  11,  1968,  directed  that 
the  foreign  exchange  costs  of  AID's  activities  be 
reduced  by  at  least  $100  million  in  calendar  year  1968 
below  the  calendar  1967  level.  The  Agency  will  attempt  to 
reduce  its  overseas  expenditures  to  less  than  $170  million 
by  further  restricting  dollar  payments  for  staff  and 
services  abroad  and  confining  virtually  all  financial  and 
commodity  assistance  to  tied  or  barter-type  procurement. 

Now  that  our  bilateral  assistance  program  is  almost 
completely  tied,  we  are  working  to  make  sure  that  this 
assistance  results  in  truly  additional  transfers  of 
U.S.  goods  and  services  to  the  developing  countries.   This 
new  effort  to  assure  "additionality"--to  assure  that  these 
exports  are  additional  and  that  this  assistance  does  not 
substitute  for  sales  that  the  U.S.  would  have  made  on  a 
commercial  basis — has  important  long-range  potential  for 
our  balance  of  payments.   When  an  aid-receiving  country 
buys  U.S.  goods  financed  by  AID  under  a  tying  arrangement, 
it  may  be  buying  goods  that  it  would  otherwise  have  bought 
with  dollars  it  already  owns.   Such  dollars — free  foreign 
exchange — can  be  used  for  purchases  and  payments  either 
in  the  U.S.  or  elsewhere.   Tying  procurement  to  U.S.  sources 
may  not  itself  be  enough  to  reduce  to  the  extent  necessary 
the  impact  of  the  AID  program  on  the  balance  of  payments. 
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To  meet  this  potential  balance  of  payments  problem, 
a  special  task  force  of  the  Cabinet  Committee  on  Balance 
of  Payments  has  been  formed  to  work  with  AID  in  a  program 
to  assure  "additionality"  of  exports  in  our  aid  program. 
"Additionality  Teams"  have  now  visited  a  number  of  major 
aid-receiving  countries.   AID  has  begun  to  explore  measures 
to  ensure  that  AID-financed  exports  will  be  additional. 
This  is  an  on-going  effort  that  must  be  pursued  diligently. 
As  part  of  this  effort,  AID  has  included  U.S.  export 
promotion  as  a  factor — although  necessarily  not  the  dominant 
one — in  selecting  capital  projects.   Attention  is  being  paid 
to  the  selection  of  projects  and  goods  that  have  a  greater 
potential  for  "follow  on"  orders.   U.S.  Embassy  commercial 
staffs  in  the  more  important  aid-receiving  countries  are 
being  strengthened  with  this  purpose  in  mind. 

This  new  program  cannot  succeed  by  Government  efforts 
alone.   U.S.  industry  and  trade  must  play  their  role.   In 
too  many  cases  in  too  many  developing  countries  our 
businessmen  have  not  actively  sought  to  establish  the 
trade  ties  so  essential  in  the  international  competition 
for  new  markets .   The  export  expansion  program  of  the 
Department  of  Commerce  outlined  earlier  has  an  important  role 
to  play  here  and  must  be  coordinated  with  the  effort  for 
"additionality". 

2.   Multilateral 

In  the  field  of  the  multilateral  development  finance 
institutions,  new  efforts  have  been  made  to  assure  the 
compatibility  of  our  participation  with  our  balance  of 
payments  policies.   While  these  efforts  have  balance  of 
payments  improvement  as  an  objective,  they  also  seek  to 
strengthen  these  institutions  and  fully  preserve  their 
multilateral  character.   The  principles  involve: 

—  improved  burden-sharing,  by  capital  exporting 
countries  in  their  contributions  and  by  developing 
countries  in  their  self-help  efforts. 

—  improved  access  of  the  development  finance 
institutions  to  wider  and  more  diversified  world 
capital  markets. 

—  mitigating  the  impact  on  our  balance  of  payments 
when  access  to  our  own  capital  market  is  necessary. 
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—  providing  safeguards  not  only  for  receiving 
countries,  but  for  contributing  countries  that 
may,  from  time  to  time,  be  in  balance  of  payments 
difficulty  themselves  when  long-term  advance 
pledges  are  turned  into  requirements  for  payments. 

—  emphasizing  contributions  that  take  the  form  of 
goods  and  services  when  contributing  countries 
find  themselves  in  balance  of  payments  difficulties 
and  in  the  form  of  finance  when  countries  are  in 
surplus. 

—  more  generally,  seeking  to  insure  that  development 
finance  more  actively  contributes  to  the  interna- 
tional payments  adjustment  process  while  the 
aggregate  level  of  development  assistance,  which 
for  too  long  has  been  on  an  international  plateau, 
is  significantly  increased. 

As  stated  earlier,  the  determination  of  a  nation's 
"fair  share"  of  economic — or  military — assistance  is  no 
simple  matter.   Years  ago,  as  the  other  industrial  countries 
regained  economic  strength,  it  beccime  clear  that  the  time 
had  come  to  decrease  reliance  on  a  single  country.   This 
issue  can  no  longer  be  resolved  solely  by  relating  the  size 
of  a  given  country's  contribution  to  the  size  of  its  gross 
national  product.   The  form  in  which  a  donor  provides  aid, 
the  terms  of  its  aid  and  its  international  liquidity  position 
must  be  taken  into  account. 

The  overall  effect  of  the  World  Bank  operations  has 
been  a  substantial  positive  factor  to  the  U.S.  balance  of 
payments.   In  its  own  interest  as  a  multilateral  institu- 
tion and  with  some  urging  by  the  U.S.,  it  has  energetically 
sought  to  raise  capital  on  other  markets.   More  than  half 
of  its  funded  debt  is  now  held  outside  the  United  States. 
Nevertheless,  in  the  face  of  its  increased  requirements 
for  capital  and  still  relatively  underdeveloped  capital 
markets  abroad,  access  to  the  U.S.  bond  market  has  from 
time  to  time  been  approved.   In  each  of  these  instances 
in  recent  years  the  proceeds  of  these  bond  issues  were 
reinvested  in  the  United  States  in  a  manner  that  neutralized, 
at  least  for  a  time,  any  impact  on  our  balance  of  payments. 
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The  Inter-American  Development  Bank  has  acted  in 
the  same  fashion.   It  has  raised  substantial  money  abroad 
even  under  the  handicap  of  going  to  nonmember  country 
markets,  and  it  has  invested  the  proceeds  of  its  U.S. 
borrowings  in  ways  compatible  with  our  balance  of  payments 
policies.   It  has  recently  taken  further  measures  to 
attract  nonmember  capital  by  limiting  procurement  under 
its  loans  in  accord  with  the  financing  that  nonmembers 
make  available  on  appropriate  terms. 

The  International  Development  Association,  affiliated 
with  the  World  Bank,  is  in  urgent  need  of  replenishment. 
Other  nations  have  shared  with  us  to  the  extent  of  about 
$1.50  for  every  $1  we  have  contributed  in  meeting  this 
need.   Pursuant  to  President  Johnson's  directive,  the 
Secretary  of  the  Treasury  has  indicated  our  readiness  to 
participate  in  a  substantial  replenishment  which  must 
include  adequate  balance  of  payments  safeguards. 

The  newly-established  Asian  Development  Bank  has 
been  characterized  by  burden-sharing  in  the  fullest  sense. 
Here  20  percent  of  the  capital  was  provided  by  the  United 
States  and  the  rest  by  Japan,  other  regional  donors, 
Canada,  and  Western  Europe.   The  President  has  responded 
to  a  further  Asian  initiative  with  a  request  to  the  Congress 
to   join  with  others  in  supplying  special  funds  for  con- 
cessionary lending  by  the  Bank.   In  this  case  the  balance 
of  payments  will  be  protected  and  the  U.S.  funds  will  be 
used  only  for  procurement  in  the  United  States.   It  is 
in  these  ways — ways  compatible  with  the  realities  of 
international  finance — that  the  U.S.  hopes  to  join  with 
others  in  meeting  the  urgent  needs  of  development  of  those 
economically  less  fortunate. 

D.   Other  Departments  and  Agencies 

In  order  to  assure  that  all  activities — not  only 
the  key  military  and  aid  activities — are  brought  into 
balance  of  payments  focus,  the  overseas  disbursements  of 
all  departments  of  Government  have  been  brought  under 
special  review  and  control  by  the  Director  of  the  Bureau 
of  the  Budget.   The  review  and  control  mechanism  is  called 
the  Gold  Budget.   Increasingly  vigorous  screening  of 
expenditures  abroad  by  these  other  Federal  departments 
and  agencies  must  be  continued  if  the  Government  is  to 
play  its  full  role  in  moderating  the  exchange  costs  of 
its  own  expenditures  abroad. 
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The  financial  scope  of  the  Gold  Budget  is  large, 
roughly  $10  billion,  taking  receipts  and  expenditures 
together.   The  range  of  activities  covered  is  very  wide, 
from  defense  outlays  to  Post  Office  receipts  and  expendi- 
tures on  international  mail  activities,  from  overseas 
payments  on  the  public  debt  to  the  cost  of  operating 
overseas  tracking  stations  by  NASA  for  space  flight 
missions. 

The  figures  for  any  agency  do  not  necessarily  reveal 
the  scope  of  the  effort  to  achieve  foreign  exchange  savings. 
Real  foreign  exchange  savings  in  some  cases  have  been 
offset  by  rising  prices  abroad  which  have  raised  the  cost 
of  ongoing  programs. 

The  State  Deoartment,  whose  Gold  Budget  expenditures 
in  FY  1967  totaled  §265  million  compared  with  $280  million 
in  FY  1963,  has  undertaken  a  variety  of  actions  to  cut 
foreign  exchange  outlays,  including: 

—  purchase  of  goods  in  the  U.S.  for  use  overseas, 
at  costs  up  to  50  percent  greater  than  those 
abroad ; 

—  use  of  U.S.  flag  carriers  to  the  largest  extent 
possible  for  travel  by  Department  personnel; 

—  consolidation  of  overseas  posts,  elimination  of 
overseas  positions,  maximal  use  of  U.S.  postage 
for  diplomatic  pouch  mail,  and  relocation  of 
some  courier  operations  in  the  U.S. 

Despite  the  narrow  margin  for  reductions,  and  the 
continually  increasing  costs  of  operation,  overseas  costs 
are  now  below  the  1963  levels.   The  search  for  additional 
savings  continues. 

The  United  States  Information  Agency  has  striven  for 
savings  by  centralizing  operations  and  procurement  where 
possible  in  countries  where  the  U.S.  Government  holds 
local  currencies  in  excess  or  near-excess  of  its  needs 
and  by  increasing  procurement  of  other  goods  in  the  U.S. 
consolidation  of  some  overseas  operations  and  their 
removal  to  the  U.S.  are  now  under  consideration. 

The  Atomic  Energy  Commission's  expenditures  abroad 
reflect  purchases  of  uranium.  Such  purchases  are  being 
phased  out  entirely. 
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The  Department  of  Agriculture  spends  money  abroad  for 
development  of  foreign  markets  for  American  foodstuffs, 
research  activities,  and  payments  to  foreign-flag  vessels 
to  ship  agricultural  exports.   Expenditures  for  foreign 
vessels  reflected  the  shortage  of  U.S.  shipping  because 
of  Vietnam  supply  needs.   To  the  maximum  extent  possible. 
Agriculture  uses  excess  U.S.  holdings  of  foreign  currencies 
to  minimize  the  balance  of  payments  costs  of  its  activities. 

As  is  well-known,  the  United  States  owns  amounts  of  local 
currency  in  excess  of  its  needs  in  a  handful  of  less- 
developed  countries.   These  holdings  have  resulted  from 
sales,  for  local  currency,  of  surplus  agricultural  products. 
While  the  use  of  these  local  currencies  has  helped  us  save 
dollars  in  a  number  of  instances — where  we  could  use  the 
currencies  in  question  in  lieu  of  dollars — we  have  not  been 
able  to  utilize  all  of  the  currencies  acquired.   The  accumula- 
tion of  large  holdings  of  other  countries'  currencies 
clearly  presents  a  variety  of  problems.   Under  the  Food  for 
Freedom  Act  of  1967,  we  are  moving  away  from  agricultural 
sales  for  local  currency.   The  Act  calls  for  a  transition 
to  dollar  sales  over  a  five-year  period,  except  to  the 
extent  that  the  United  States  needs  local  currencies  for 
its  own  uses,  for  mutual  defense,  or  for  "Cooley"  loans. 

Table  12  summarizes  on  the  basis  of  our  published 
overall  balance  of  payments  accounts,  the  identifiable 
impact  of  all  of  the  foregoing  Government  transactions. 
Comparing  the  results  for  calendar  year  1966  with  1960 
levels: 

—  Net  military  expenditures  had  by  1964  been 
reduced  by  $8  50  million;  and,  despite  the  sub- 
sequent increase  of  nearly  $1  billion  in 
Southeast  Asia  related  expenditures,  net 
expenditures  worldwide  for  1966  did  not  exceed 
the  1960  level.   In  other  words,  apart  from  the 
Southeast  Asia  increase,  net  military  expenditures 
in  1966  were  down  nearly  $1  billion,  or  more  than 
one-third,  from  the  1960  rate. 

—  Net  dollar  outflows   from  all  types  of  U.S. 
Government  grants  and  credits  (excluding,  that 
is,  the  "tied"  outlays  serving  to  finance  U.S. 
exports  and  other  receipts  from  foreigners)  had 
also  been  reduced  by  more  than  one-third,  from 
$1.1  billion  to  about  $700  million  per  year. 
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—  The  balance  of  all  other  Government  transactions 
appearing  in  the  overall  balance  of  payments 
accounts,  while  fluctuating  widely  from  one  year 
to  another  due  largely  to  variations  in  special 
capital  receipts,  has  generally  shown  some 
surplus.   In  1966  this  surplus  was  a  little 
over  $200  million,  up  slightly  from  that  in  1960. 

The  performance  in  holding  down  the  foreign  exchange 
costs  of  all  our  Government  progrcims  during  the  decade  of 
the  1960 's  has  been  good,  particularly  when  the  burden  of 
Vietnam  is  taken  into  account. 

Nevertheless,  we  should  make  sure  that  further  savings 
are  obtained.   We  cannot  let  up  on  our  efforts  in  this 
important  area,  for  unless  we  can  demonstrate  conclusively 
that  we  are  doing  everything  in  our  power  to  limit  Government 
balance  of  payments  costs,  we  cannot  expect  continuation  of 
the  fine  cooperation  received  to  date  from  the  private 
sector  in  its  efforts  to  help  us  solve  our  balance  of  pay- 
ments problem.   The  Gold  Budget  will  be  a  key  instrument 
to  insure  that  no  stone  is  left  unturned  in  finding  areas 
where  further  savings  can  be  made  on  Government  account — 
both  now  and  after  the  end  of  hostilities  in  Vietnam. 
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VI .   An  Intensified  Effort  for  Temporarily  Reducing 
Outflows  of  U.  S.  Capital 


A.    Financial  Policy  on  U.  S.  Foreign  Investment 

In  its  Annual  Report  of  1967,  the  Council  of 
Economic  Advisers  clearly  enunciated  U.  S.  financial 
policy  on  U.  S.  investment  abroad: 

"Over  the  years,  the  outflow  of  U.S.  capital 
has  made  a  major  contribution  to  world  economic 
growth.   By  providing  capital  to  areas  where  it  is 
relatively  scarce,  U.S.  foreign  investment  raises 
foreign  incomes  and  often  leads  to  a  more  ef- 
ficient use  of  world  capital  resources,   U.S. 
direct  investment  has  provided  a  vehicle  for  the 
spread  of  advanced  technology  and  management 
skills.   U.S.  foreign  investment  also  has  yielded 
handsome  returns  to  American  investors  and  sub- 
stantial investment  income  receipts  for  the  balance 
of  payments. 

"Despite  the  advantages  of  U.S.  foreign  in- 
vestment both  to  the  recipient  countries  and  to 
the  United  States,  it  can — like  every  good  thing-- 
be  overdone.   And  it  was  being  overdone  in  the 
early  1960 's.   Just  as  a  person  must  weigh  and 
balance  opportunities  for  investment  that  will  be 
highly  profitable  in  the  future  against  his  current 
wants,  so  must  a  nation  weigh  the  benefits  of 
future  foreign  exchange  income  against  current 
requirements.   The  costs  of  adjusting  other  elements 
in  the  balance  of  payments  may  be  greater  than  the 
costs  of  sacrificing  future  investment  income. 

"It  is  often  true  that  U.S.  investment  abroad 
generates  not  only  a  flow  of  investment  income  but 
also  additional  U.S.  exports.   From  a  balance  of 
payments  standpoint,  this  is  an  additional 
dividend.   Yet  it  is  also  true,  in  some  cases, 
that  U.S.  plants  abroad  supply  markets  that  would 
otherwise  have  been  supplied  from  the  United  States, 
with  a  consequent  adverse  direct  effect  on  U.S. 
exports . 
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"It  is  sometimes  held  that  the  international 
flow  of  capital  occurs  always  and  automatically 
in  just  the  economically  'correct'  amount,  and 
that  any  effort  to  affect  this  flow  through  gov- 
ernment measures  constitutes  a  subtraction  from 
the  economic  welfare  of  the  country  of  origin, 
the  country  of  receipt,  and  the  entire  world 
community.   Such  a  position  cannot  be  sustained. 

"While  much  of  the  large  flow  of  U.S.  capital 
to  the  developed  countries  is  no  doubt  a  response 
to  a  shortage  of  real  capital  there  relative  to 
the  United  States,  the  flow  is  also  influenced  by 
many  other  factors.   These  may  include  cyclical 
differences  in  capacity  utilization,  differences 
in  monetary  conditions  and  financial  structure, 
speculation  on  exchange  rates,  tax  advantages, 
and  opportunities  for  tax  evasion--none  of  which 
necessarily  leads  to  a  more  rational  pattern  of 
international  investment. 

"High  prospective  returns  on  investment  in 
a  particular  country  may  reflect  a  particular 
choice  of  policies  in  the  recipient  country  that 
is  quite  unrelated  to  any  underlying  shortage  of 
capital.   If  a  country  chooses  to  channel  the 
bulk  of  its  private  saving  into  low  productivity 
uses,  if  it  employs  a  tight  monetary  policy,  if 
it  limits  access  of  its  own  nationals  to  its 
capital  market,  it  will  attract  foreign  capital. 
Restraint  on  such  capital  flows  may  therefore 
merely  mean  that  more  of  the  adverse  effect  of 
such  domestic  policies  on  economic  growth  will 
rest — as  perhaps  it  should — on  the  country  that 
made  the  policy  choice. 

"Trade  restrictions  may  also  lead  to  a  flow 
of  capital  that  would  not  otherwise  take  place. 
U.S.  investment  in  the  EEC  has,  at  least  in  part, 
been  induced  by  the  desire  to  get  within  the 
tariff  walls  erected  around  a  large  and  growing 
market.   If,  however,  a  continued  movement  toward 
trade  liberalization  may  be  expected,  the  economic 
justification  for  some  part  of  these  capital  flows 
is  lessened. 
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"One  major  stimulant  for  direct  investment 
abroad  is  undoubtedly  the  substantial  advantage 
in  technology  and  managerial  skills  which  U.S. 
firms  often  possess.   The  international  transfer 
of  these  factors  may  be  embodied  in  a  capital 
outflow  independent  of  the  relative  scarcity  of 
capital.   Action  would  thus  be  appropriate,  not 
necessarily  to  curtail  the  investment  itself, 
which  would  interfere  with  the  beneficial  trans- 
fer of  the  scarce  technology  and  skills,  but  to 
transfer  the  source  of  financing  to  the  area  re- 
ceiving the  direct  investment.   This,  indeed,  is 
the  primary  intention  and  the  result  of  the 
present  voluntary  program  on  direct  investment. 

"Finally,  differential  monetary  conditions 
among  countries  can  induce  capital  flows.   But 
monetary  policy  is  an  important  and  useful  in- 
strument of  domestic  stabilization  and  growth  as 

well  as  of  balance  of  payments  adjustment  

Appropriate  use  of  restraints  on  capital  outflows 
in  such  forms  as  the  voluntary  programs  and  the 
lET  can  usefully  supplement  monetary  policy  in 
promoting  domestic  and  international  goals. 

"In  summary,  ...  it  is  ...   clear  that  the 
United  States  should  be  a  major  capital  exporter. 
The  U.S.  programs  have  been  designed  to  maintain 
a  reasonable  flow  of  capital,  especially  to  the 
less  developed  countries.   But  given  the  alterna- 
tives and  the  need  to  improve  its  payments  posi- 
tion, the  United  States  has  restrained  the  out- 
flow of  capital  as  preferable  to  cutting  essential 
international  commitments,  limiting  international 
trade  or  restricting  domestic--and  world--economic 
growth. " 

Our  stake  in  our  corporations  operating  abroad,  of 
course,  goes  far  beyond  our  balance  of  payments  returns 
from  their  operations.  Indeed,  since  World  War  II,  our 
corporations  operating  overseas  have  made  a  substantial 
contribution  to  the  economic  growth  of  the  Free  World, 
and  it  is  difficult  to  overstate  their  importance  to  a 
continuation  of  that  growth. 
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They  are  playing  a  growing  role  in  the  expansion  of 
world  trade  and  in  providing  capital  and  technology--as 
well  as  employment — in  the  countries  in  which  they 
operate.   Their  contribution  to  growth  in  the  developing 
countries  is  often  a  unique  one.   The  rising  incomes  and 
economic  progress  to  which  they  have  contributed  means 
their  influence  surpasses  the  economic  sphere. 

The  benefits  which  have  accrued,  and  should  continue 
to  accrue,  from  the  growth  of  multinational  corporations 
are  today  threatened  by  the  rising  tide  of  nationalism 
abroad.   In  many  of  the  less-developed  countries,  a  grow- 
ing nationalism,  mixed  with  state  intervention  or  dis- 
crimination in  varying  degrees,  has  begun  to  create  an  un- 
conaenial  atmosphere  for  multinational  private  business. 
Indeed  the  same  trend  is  evident  in  some  of  the  developed 
countries  where  multinational  companies  have  become  well 
established. 

There  are  no  easy  solutions  to  the  problems  of  recon- 
ciling the  interests  of  the  various  parties  involved — 
host  country,  base  country,  and  the  overseas  corporation 
itself.   A  first  requirement  is  clearly  a  growing  under- 
standing of  others'  needs  and  problems  on  the  part  of  all 
involved. 

For  its  part,  the  U.S.  Government  seeks  in  countless 
ways  to  enlarge  the  freedom  of  opportunity  for  multi- 
national corporations  operating  overseas — by  diplomatic 
efforts  to  allay  fears  of  foreign  domination  and  exploita- 
tion, as  well  as  to  remove  local  barriers  to  foreign 
private  investment,  by  programs  aimed  at  deepening  and 
widening  understanding  in  less-developed  countries  of  the 
workings  of  a  privately-oriented  economy,  by  programs  to 
encourage  and  directly  assist  prospective  investors  in 
foreign  countries,  by  tax  treaty  negotiations  and  by  other 
efforts  far  too  numerous  to  mention  here. 


B.    Trends  in  U.S.  Foreign  Investment  and  Investment 
Income 

The  basic  information  on  U.S.  foreign  investment  and 
its  impact  on  the  U.S.  balance  of  payments  is  contained 
in  Tables  13-16.   The  major  lessons  are: 
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TABLE  14 

U.  S.  Direct  Investment  Abroad; 
Value,  Earnings  and  Yield" 

(billions  of  dollars) 


Book  Value 

Earnings  a/ 

Yield  b/ 

11.8 

1.9 

17.7 

13.0 

2.4 

20.1 

14.7 

2.5 

18.9 

16.3 

2.4 

16.2 

17.6 

2.5 

15.6 

19.4 

3.0 

17.2 

22.5 

3.5 

18.2 

25.4 

3.8 

16.9 

27.4 

3.3 

12.8 

29.8 

3.6 

13.1 

31.8 

4.0 

13.3 

34.7 

4.3 

13.4 

37.2 

4.8 

13.9 

40.7 

5.2 

14.1 

44.4 

5.8 

14.3 

49.3 

6.4 

14.4 

54.6 

6.7 

13.6 

n.a. 

6.8 

12.5 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 
1967  (est.) 


a/   Includes  reinvested  earnings  plus  fees  and  royalties. 

b/   Total  earnings  as  a  percent  of  end-year  book  values  of 
the  previous  year. 

Source:   Derived  from  U.  S.  Department  of  Commerce  data. 
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TABLE  15 


U.  S.  Direct  Investment  Abroad;   Balance 
of  Payments  Outflows  and  Income 

(billions  of  dollars) 


Outflows  a/ 


1950  -0.6 

1951  -0.5 

1952  -0.9 

1953  -0.7 

1954  -0.7 

1955  -0.8 

1956  -2.0 

1957  -2.4 

1958  -1.2 

1959  -1.4 

1960  -1.7 

1961  -1.6 

1962  -1.7 

1963  -2.0 

1964  -2.4 

1965  -3.4  a/ 

1966  -3.1  a/ 


a/   Excludes  direct-investment  outflows  financed  by  borrow- 
ing abroad  through  U.  S.  financing  corporations. 

b/   Includes  direct  investment  fees  and  royalties. 

Note:   Detail  may  not  add  to  total  due  to  rounding. 

Source:   U.  S.  Department  of  Commerce  data. 


Net  Balance 

of  Payments 

Income  b/ 

Impact 

1.4 

0.8 

1.6 

1.1 

1.5 

0.6 

1.6 

0.8 

1.9 

1.2 

2.1 

1.3 

2.4 

0.4 

2.5 



2.4 

1.2 

2.6 

1.2 

2.8 

1.1 

3.2 

1.6 

3.6 

2.0 

3.8 

1.8 

4.4 

2.0 

4.9 

1.5 

5.1 

2.0 
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TABLE  16 

Plant  and  Equipment  Expenditures  of  Foreign  Affiliates 
of  U.  S.  Companies,  by  Area 

(billions  of  dollars) 

1960      1964      1965      1966 
All  areas,  total  3.8       6.2      7.5      8.8 


Canada,  total 

1.3 

1.6 

1.9 

2.4 

Latin  America,  total 

0.7 

1.0 

1.1 

1.1 

Europe 

Common  Market,  total 
Other  Europe,  total 

^- 

1.2 
1.0 

1.4 
1.3 

1.9 

1.4 

Other  areas,  total  0.7      1.4      1.9      2.0 

Note:   Detail  may  not  add  to  totals  due  to  rounding. 
Source:   U.  S.  Department  of  Commerce. 
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1.  The  large  flows  of  U.S.  investment  abroad  in  the 
1960's  were  an  important  factor  in  the  U.S.  deficit  of 
these  years.   In  each  year  since  1960  the  net  private  in- 
ternational investment  position  of  the  United  States  has 
risen  substantially. 

2.  These  past  investments  are,  nevertheless,  a 
source  of  strength  now.   In  1960,  U.S.  direct  investments 
abroad  contributed  to  $2.8  billion  of  earnings  to  the 
United  States;  this  rose  to  $5.1  billion  in  1966. 

3.  The  yield  on  U.S.  direct  investment  abroad  in 
the  1960 's  has  been  considerably  below  that  of  the  1950' s. 

4.  Despite  moderation  of  outflows  from  the  United 
States  for  direct  investment,  the  gross  investment  in 
plant  and  equipment  expenditures  by  U.S.  affiliates  has 
increased  from  $3.8  billion  in  1960  to  $7.5  billion  in 
1965  to  $8.8  billion  in  1966  and  over  $9  billion  in  1967. 

5.  Even  if  there  were  no  new  foreign  investment  by 
the  U. S. , earnings  flows  back  to  this  country  would  continue 
because  they  are  based  on  the  stock  of  U.S.  investment 
made  to  date.   Moreover,  with  continued,  even  though 
reduced,  U.S.  investment  abroad  and  with  some  improvement 
in  the  yields  on  these  investments  as  economic  recovery 
proceeds  in  Europe  and  as  start-up  costs  are  reduced,  the 
earnings  should  rise. 

In  short,  with  the  new  capital  restraint  programs, 
we  expect  a  major  strengthening  of  the  U.S.  balance  of 
payments  through  the  reduction  in  capital  outflows  and 
increases  in  U.S.  earnings  on  its  foreign  assets. 


C.    Limitations  on  Private  Capital  Outflows  in  1968; 
The  New  Program  and  the  New  Interest  Equalization 
Tax 

The  history  of  the  Interest  Equalization  Tax  and  the 
voluntary  capital  restraint  programs  administered  by  the 
Federal  Re=;erve  System  and  the  Commerce  Department  are 
summarized  in  Tab  D.   These  latter  programs  were 
strengthened  on  November  16,  1967,  two  days  before  the 
devaluation  of  sterling.   In  view  of  the  present  balance 
of  payments  situation  and  the  need  to  bring  about  a 
decisive  improvement,  both  programs  were  substantially 
tightened  on  January  1,  1968. 
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1.   The  New  Federal  Reserve  Program  for  1968 

The  Federal  Reserve  voluntary  program  announced  on 
November  16,  1967,  asked  that  participating  banks  keep 
their  holdings  of  foreign  assets  within  109  percent  of 
the  amount  outstanding  at  the  end  of  1964.   This  target 
ceiling  was  unchanged  from  that  for  1967.   Since  banks 
were  below  target  levels  for  1967,  however,  there  was 
leeway  for  outflows  of  bank  capital.   Moreover,  to  pro- 
vide flexibility  for  banks  with  relatively  small  bases, 
banks  were  given  the  option  of  using  the  109  percent 
ceiling  or  a  2  percent  of  total  assets  test.   Banks  were 
requested,  therefore,  to  limit  the  use  of  their  leeway. 
In  addition,  participating  banks  were  requested  to  hold 
the  level  of  nonexpert  credits  to  the  developed  countries 
of  Western  Europe  to  or  below  the  amount  outstanding  on 
October  31,  1967. 

This  program  is  now  further  tightened  in  order  to 
achieve  a  net  inflow  of  at  least  $500  million  during 
1968,  primarily  by  reducing  outstanding  credits  to  the 
developed  countries  of  continental  Western  Europe,  while 
assuring  that  sufficient  leeway  is  available  to  meet  the 
essential  credit  requirements  of  export  financing,  and 
continuing  the  existing  priorities  for  developing  coun- 
tries and  certain  other  countries  that  are  heavily 
dependent  on  the  U.S.  to  provide  the  capital  needed  for 
economic  growth  and  stability. 

The  outline  of  the  program  to  accomplish  the  new 
1968  objective  is: 

For  banks,  a  reduction  in  credits  by  at  least  $400  million 

General  ceiling  for  1968  on  foreign  credit 
extensions  by  banks  to  be  fixed  at  103  per- 
cent of  each  bank's  1964  base. 

Alternative  provision  for  smaller  banks  to 
allow  them  a  ceiling  equal  to  each  bank's 
1967  ceiling  plus  one-third  of  the  dif- 
ference between  that  amount  and  2  percent 
of  its  total  assets  at  the  end  of  1966. 

Maturing  term  loans  to  developed  countries 
of  continental  Western  Europe  not  to  be  re- 
newed; the  repayments  thereon  not  to  be 
reloaned  to  residents  of  those  countries; 
and  each  bank's  overall  ceiling  on  foreign 
credits  also  to  be'  reduced  by  the  amount,  of 
such  repayments. 


287-837  0-68-11 
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Outstanding  short-term  loans  to  developed 
countries  of  continental  Western  Europe  to 
be  reduced  by  40  percent  during  1968  (at 
rate  of  at  least  10  percentage  points  per 
quarter)  with  a  corresponding  reduction  also 
being  made  in  each  bank's  overall  ceiling. 

For  nonbank  financial  institutions:   a  reduction  of 
credits  by  at  least  $100  million 

Holdings  of  foreign  assets  covered  by  the 
program  to  be  reduced  by  at  least  5  percent 
during  1968. 

Holdings  of  liquid  funds  abroad  to  be  reduced 
to  zero  or  minimum  working  balance  require- 
ments. 


New  loans  or  investments  in  developed  countries 
of  continental  Western  Europe  to  be  limited  to 
credits  essential  for  financing  of  U.S.  exports. 

2.   The  New  Commerce  Program  for  1968 

The  Commerce  voluntary  program  for  U.S.  corporations 
was  also  continued  and  strengthened  for  1968  by  an 
announcement  on  November  16,  1967.   The  1968  target  under 
the  November  program  provided  for  an  average  rate  of 
direct  investment  in  developed  countries  during  1967  and 
1968  equal  to  the  annual  average  for  the  three  base  years. 
This  compares  as  follows  with  targets  under  previous 
programs: 

Total  target  for  1965-1966  =  90%  of  1962-64  total 
Total  target  for  1966-1967  =  80%  of  1962-64  total 
Total  target  for  1967-1968  =  66-2/3%  of  1962-64  total, 

The  target  cutback  under  the  November  program  would 
have  produced  a  savings,  combining  the  outflow  of  direct 
investment  and  earnings  retained  abroad,  in  1968  compared 
to  that  estimated  for  1967  of  some  $200  million. 
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The  Commerce  program  on  direct  investment  is  now 
substantially  tightened  to  produce  a  balance  of  payments 
savings  of  $1  billion  in  1968  as  compared  to  the  estimated 
1967  level.   The  voluntary  mechanism  was  judged  not  adequate 
to  attain  this  goal  and  the  new  program  is  mandatory.   It 
sets  targets  for  geographic  areas  and  will  set  targets  for 
companies  as  has  been  the  case  under  the  voluntary  programs. 
Similarly,  it  is  directed  to  outflows  of  capital  and  reinvest- 
ment of  earnings  and  not  to  the  bricks,  mortar  and  machinery 
that  may  be  financed  abroad.   The  major  features  of  the 
new  program  are  as  follows: 

New  capital  transfers  to  countries 
in  continental  Western  Europe  and  other 
developed  nations  not  heavily  dependent 
on  our  capital  are  to  be  stopped  in 
1968.   Problems  arising  from  work  already 
in  process  or  commitments  under  binding 
contracts  should  receive  special  con- 
sideration. 

New  capital  transfers  to  other  developed 
countries,  e.g.  Canada,  Japan,  Australia, 
New  Zealand,  the  U.K.,  and  the  oil- 
producing  countries,  are  to  be  limited 
to  65  percent  of  the  1965-66  average  of 
direct  investment. 

New  capital  transfers  to  the  developing 
countries  are  to  be  limited  to  110  percent 
of  the  1965-66  average  of  direct  investment. 

U.S.  businesses  must  repatriate  from  their 
share  of  the  earnings  of  all  their  foreign 
business  ventures  in  the  three  groups  of 
countries  amounts  equal  to  the  greater  of 
(1)  the  same  percentage  of  their  share  of 
total  earnings  from  these  three  groups  as 
they  repatriated  during  1964-66,  or  (2)  so 
much  of  their  share  of  earnings  as  may 
exceed  the  limit  set  for  capital  transfers 
to  each  group.   In  the  case  of  the  continental 
European  countries  where  a  moratorium  on 
capital  transfers  applies,  the  applicable 
rule  with  respect  to  (2)  above  is  that 
earnings  in  excess  of  35  percent  of  investment 
in  1965-66  must  be  repatriated.   U.S.  busi- 
ness is  also  required  to  reduce  short-term 
financial  assets  held  abroad  to  the  1965-66 
average  level. 
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This  new  mandatory  program  still  permits  American 
corporations  to  invest  abroad  but  they  must  rely  to  a 
far  greater  degree  than  before  on  foreign  sources  of 
funds,  such  as  depreciation,  foreign  borrowings  (either 
in  local  markets  or  the  Euro-dollar  market) ,  the  sale  of 
equity  to  foreigners,  and,  within  the  limits  permitted, 
retained  earnings.   They  must  utilize  bank  borrowings 
(from  foreign  banks,  including  branches  of  U.S.  banks) , 
foreign  private  placements  and  public  offerings  of  securi- 
ties in  foreign  capital  markets. 

3.   The  Interest  Equalization  Tax 

The  Interest  Equalization  Tax,  adopted  in  1963,  imposes 
a  tax  on  bonds  and  stocks  purchased  by  Americans  from 
foreigners  in  the  developed  countries.   Canada  and,  to  an 
extent,  Japan,  were  excepted  on  sale  of  new  issues.   The 
lET  was  later  extended  to  apply  to  loans  with  a  maturity 
of  one  year  or  more.   Direct  investments  are  not  covered 
by  the  lET. 

The  two-year  extension  of  the  lET  through  July  1969, 
recently  enacted  by  Congress,  changed  the  law  to  make  it 
a  more  flexible  policy  instrument  by  granting  the  Presi- 
dent discretionary  authority  to  vary  the  rate  of  tax 
within  a  range  equivalent  to  an  added  cost  of  zero  to 
1-1/2%  per  annum  to  foreign  borrowers.   After  being 
raised  temporarily  to  the  1-1/2%  level  during  the  period 
of  Congressional  consideration,  the  tax  was  reduced  on 
August  30,  1967,  to  1-1/4%. 

This  lowering  of  the  tax  rate  by  Presidential  Execu- 
tive Order  emphasized  again  the  fact  that  the  purpose  of 
the  Interest  Equalization  Tax  is  to  equalize  the  interest 
cost  of  borrowing  between  U.S.  and  foreign  capital  markets. 

The  lET  is  not  designed  to  halt  completely  the  out- 
flow of  portfolio  capital  from  the  U.S.  but  rather,  by 
equalizing  borrowing  cost,  to  moderate  the  rate  of  out- 
flow to  a  level  which  is  dependent  upon  factors  other 
than  substantial  basic  interest  rate  differentials. 

In  addition  to  changing  the  rate  of  the  tax,  the 
Congress  also  strengthened  the  procedure  for  establishing 
American  ownership  of  a  foreign  security  in  order  to  per- 
mit tax-free  transactions  among  American  owners.   It  is 
now  necessary  for  an  American  seller  of  a  foreign 
security  to  show  by  means  of  a  validation  certificate 
either  that  he  paid  the  tax  when  the  shares  were  originally 
acquired  or  that  these  shares  were  exempt  from  the  tax. 
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D.   A  Capital  Flows  Policy  for  the  Long-Range  Future 

At  present,  the  United  States  clearly  must  moderate 
the  outflows  of  private  capital,  weighing  carefully  the 
eventual  yield  such  outflows  will  bring  against  their 
immediate  foreign  exchange  costs. 

In  this  connection,  it  is  important  that  these 
restraints  be  clearly  temporary  and  administered  with 
flexibility.   And  finally,  it  is  important  that  they 
help  generate  structural  improvements  in  overseas 
capital  markets.   We  believe  the  present  program  meets 
these  long-term  aims: 

It  emphasizes  an  approach  as  close  to  previous 
voluntary  programs  as  possible.   Much  of  it  re- 
quires no  specific  legislation.   Its  success  in 
reducing  balance  of  payments  losses  will  con- 
tinue to  be  largely  attributable  to  the  coopera- 
tion of  U.S.  companies.   It  is  in  the  context  of 
an  overall  program  aimed  at  achieving  balance  in 
as  short  a  time  as  possible  and  lends  itself  to 
phasing  out  as  soon  as  conditions  permit. 

Within  the  limits  established,  decisions  under 
the  program  will  continue  to  be  made  in  the 
market  place.   Companies  will,  subject  to  these 
limits,  be  able  to  move  ahead  with  what  they 
judge  the  more  vital  investments,  deferring 
or  canceling  other  investments  providing  less 
promising  returns.   The  temporary  program 
restricts  capital  outflows  from  the  U.S.  and 
sets  certain  limits  on  the  reinvestment  of 
foreign  earnings,  but  companies  can  proceed 
with  their  foreign  projects  beyond  these 
amounts  if  foreign  financing  is  obtained. 
Similarly,  the  Interest  Equalization  Tax  is 
not  a  prohibitive  tax.   It  permits  American 
companies  and  individuals  to  make  portfolio 
investments  and  bank  loans  abroad  where  there 
is  an  unusually  high  rate  of  return.    Invest- 
ments in  marginally  less  profitable  foreign 
credit  instruments  are  discouraged. 

—   The  recently  obtained  flexibility  to  vary  the 
rate  of  the  Interest  Equalization  Tax  will 
assure  that  as  the  U.S.  balance  of  payments 
position  improves,  it  will  be  possible  to 
reduce  restraining  policies  gradually  without 
fear  that  excessive  outflows  of  capital  will 
suddenly  arise. 
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—  The  program  as  a  whole  is  designed  to  moderate 
capital  outflows  only  as  much  as  deemed  vital 
to  obtain  the  needed  improvement  in  the  balance 
of  payments. 

—   Both  the  direct  investment  and  bank  credit 
programs  and  the  lET  have  been  shaped  by 
taking  objectives  other  than  the  balance  of 
payments  into  account — notably,  the  need  to 
have  a  liberal  flow  of  capital  to  the  less- 
developed  countries  and  to  countries  such  as 
Canada  which  have  a  traditional  reliance  on 
the  U.S.  capital  market.   The  programs  also 
give  high  priority  to  the  extension  of 
credits — or  the  movement  of  capital — that 
help  expand  U.S.  exports. 

The  direct  investment  and  bank  credit  programs  and 
Interest  Equalization  Tax,  while  short-term  programs, 
are  designed  to  have  long-term  consequences.   Most  im- 
portantly, the  growth  of  the  European  capital  market  has 
been  a  priority  goal  of  U.S.  and  European  policy  for  many 
years.   This  market  could  not  be  developed  to  handle  all 
of  Europe's  needs  over  night.   But,  by  restraining 
foreign  access  to  capital  and  money  markets  in  the  United 
States,  the  lET  in  conjunction  with  the  Commerce  and 
Federal  Reserve  programs  has  operated  as  one  of  the 
primary  causes  of  a  significant  change  in  the  size  and 
structure  of  European  financial  markets. 

The  growth  of  the  international  bond  market  in  Europe 
(shown  in  Table  17)  has  been  striking.   In  1962,  the 
volume  of  new  foreign  bond  issues  sold  in  European  markets 
was  $360  million.   The  flotation  of  such  issues  (including 
foreign  issues  in  national  markets  in  Europe  and  in  the  so- 
called  Euro-bond  market)  accelerated  during  the  second  half 
of  1963  and  in  1964  reached  a  level  of  $991  million.   In 
1966  the  amount  of  new  flotation  was  $1,286  million,  an  in- 
crease of  more  than  200  percent  from  the  most  recent  pre- 
lET  year.   And,  during  the  first  three  quarters  of  this 
year,  new  international  issues  floated  in  Europe  were 
running  at  an  annual  rate  of  $2.1  billion. 

U.S.  companies  have  made  extensive  use  of  this  ex- 
panding European  capital  market  to  finance  their  overseas 
investment  needs.   Although  there  were  no  sales  of  new 
long-term  issues  abroad  for  the  financing  affiliates  of 
U.S.  companies  during  1963  or  1964,  the  amount  of  such 
issues  had  reached  the  level  of  $490  million  in  1966  and 
promises  to  be  still  larger  in  1967. 
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The  European  countries  have  been  giving  a  great 
deal  of  consideration  to  capital  market  problems  and 
to  reforms  that  can  and  should  be  instituted.   Both  the 
Common  Market  and  the  Organization  for  Economic  Coopera- 
tion and  Development  are  actively  working  to  stimulate 
improvement.   The  OECD  has  published  a  study  on  capital 
markets  containing  a  number  of  recommendations  for 
strengthening  markets  and  increasing  their  efficiency. 
Member  governments  of  the  OECD  are  currently  studying 
the  applicability  of  these  recommendations  to  their  own 
markets.   A  number  of  reforms  have  been  undertaken  and 
some  of  the  remaining  governmental  restraints  in  Europe 
on  international  capital  movements  have  already  been 
removed. 

Unfortunately,  progress  in  this  area  is  not  quickly 
achieved.   The  disparity  between  the  capital  export 
capacity  of  the  U.S.  market  and  that  of  capital  markets 
abroad  remains  so  wide  as  to  require  for  the  time  being 
continuing  restraint  on  capital  outflows  from  the  U.S. 

The  extent  of  this  disparity  is  illustrated  in 
Table  18  which  indicates  that  between  1958  and  1965  the 
volume  of  securities  floated  abroad  by  the  EEC  countries 
exceeded  the  volume  of  foreign  securities  floated  in  the 
EEC  markets.   During  the  same  period  foreign  securities 
totaling  $8.3  billion  were  floated  in  the  United  States 
and  only  $400  million  in  U.S.  securities  were  floated 
abroad.   There  are  compelling  reasons  to  believe,  how- 
ever, that  the  continued  effective  operation  of  the  new 
Commerce  and  Federal  Reserve  programs  and  the  lET  will 
not  only  improve  the  U.S.  balance  of  payments  position 
in  the  short  run  but  will  help  to  induce  some  of  the 
structural  changes  in  capital  markets  abroad  that  will 
contribute  to  a  sustained  equilibrium  in  U.S.  payments 
without  control. 

A  successful  capital  flows  policy  also  requires  a 
substantial  reduction  in  the  differential  between  long- 
term  interest  rates  in  the  United  States  and  those  in 
Europe.   The  gap  between  long-term  government  bond  rates 
in  the  United  States  and  those  prevailing  in  the  EEC 
countries  in  recent  years  has  for  the  most  part  exceeded 
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TABLE  18 


Gross  International  Security  Issues 
U.S.  and  EEC,  Total  1958-1965 

(millions  of  dollars) 


Country 

Foreign 
Issues  on 
Domestic 
Market    a/ 

Domestic 

Issues 

Abroad 

^/ 

Balance 
(+  sign 
indicates 
net  export 
of  capitai) 

Germany 

418 

250 

+  168 

Belgium 

132 

393 

-  261 

France 

68 

253 

-  185 

Italy 

120 

264 

-  144 

Netherlands 

282 

88 

+  194 

EEC  Total  c/ 

V 

,020 

1,248 

-  228 

United  States 

8_ 

,286 

413 

+7,873 

a/   Including  international  organizations. 

b/   Including  Euro-issues. 

c/  Totals  in  first  two  columns  include  intra-EEC  issues; 
last  column  excludes  these  issues. 

Source:   Organization  for  Economic  Cooperation  and 

Development,  Report  on  Improvement  of  Capital 
Markets. 


-  132  - 


1  percent  and  has  at  times  exceeded  3  percent  in  the  case 
of  Germany.   Differentials  in  industrial  bond  yields  have 
often  been  even  larger.   The  increase  in  U.S.  long-term 
rates  has  within  recent  months  narrowed  the  rate  dif- 
ferentials somewhat.   It  is,  however,  inconceivable  that 
the  maintenance  of  such  very  high  rates  would  be  com- 
patible with  balanced  economic  growth  at  capacity  rates 
in  the  United  States  itself.   Moreover,  it  is  undesirable 
for  the  U.S.  to  maintain  for  a  long  time  high  interest 
rates  which  would  limit  total  investment  in  the  developing 
countries  and  Europe.   It  has,  therefore,  been  the  U.S. 
desire  to  see  the  interest  rate  differentials  narrowed 
through  reductions  in  the  long-term  rates  prevailing  in 
European  countries. 

As  the  new  United  States  program  takes  hold,  it 
becomes  even  more  critical  that  European  countries  pursue 
domestic  monetary  and  fiscal  policies  that  help  to  dampen 
upward  pressure  on  interest  rates. 

As  we  move  into  the  difficult  but  necessary  area  of 
mandatory  controls  on  direct  foreign  investment  by  U.S. 
firms,  it  is  clear,  in  short,  that  a  maximum  degree  of 
understanding,  cooperation  and  adjustment  by  private  and 
public  institutions,  both  foreign  and  domestic,  will  be 
required.   We  believe  that  circumstances  will  bring  about 
that  degree  of  understanding  which  was  so  evident  under 
the  voluntary  program.   By  so  reacting,  all  parties  will 
hasten  the  return  of  free  movement  in  the  worldwide 
market  place. 


A  Long-Range  Program  for  Promoting 
Foreign  Private  Investment  in  U.S. 
Securities 
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VII .   A  Long-Range  Program  for  Promoting  Foreign 
Private  Investment  in  U.  S.  Securities 


In  his  Special  Message  on  the  Balance  of  Payments 
in  July  1963,  President  Kennedy  urged  that  a  positive 
action  program  be  established  to  promote  the  overseas 
sale  of  U.  S.  corporate  securities.   The  following 
October,  he  appointed  an  Industry-Government  Task 
Force  to  develop  a  long-range  program  for  promoting 
foreign  portfolio  investment  in  the  United  States. 

The  Task  Force,  chaired  by  the  Secretary  of  the 
Treasury  in  his  then  capacity  of  Under  Secretary  of 
the  Treasury,  examined  a  large  number  of  factors  influencing 
the  sale  of  U.  S.   securities  to  foreign  investors. 
It  sought  to  identify  and  appraise  the  legal,  administrative, 
and  institutional  restrictions  remaining  in  the  capital 
markets  of  other  industrial  nations  of  the  Free  World 
which  prevent  the  purchase  of  American  securities 
by  foreigners.   This  Task  Force  also  reviewed  govern- 
mental and  private  activities  in  the  U.  S.  adversely 
affecting  foreign  purchases  of  our  corporate  securities. 
On  the  basis  of  these  studies,  it  outlined  a  broad 
and  intensive  program  designed  to 

—  Improve  the  U.  S.  balance  of  payments  by 
increasing  foreign  investment  in  U.  S. 
private  securities; 

—  Guide  U.  S.  based  international  corporations 
toward  making  greater  use  of  foreign-held 
funds  where  they  do  business;  and 

--  Help  establish  conditions  under  which 
restraints  upon  the  flow  of  capital 
between  industrially  advanced  nations 
could  be  removed,  diminished  or  allowed  to 
expire. 

The  Foreign  Investors  Tax  Act  of  1966  emerged 
from  the  recommendations  of  the  Task  Force.   It  provided 
a  firm  base  in  the  tax  statutes  to  attract  growing 
foreign  savings  for  investment  in  the  United  States 
to  help  our  long-range  balance  of  payments  position. 
The  tax  rates  of  foreigners  deriving   income  from 
portfolio  investment  in  U.  S.  corporate  securities 
were  reduced.   The  source  rules  for  dividend  payments 
were  modified  so  that  foreign  investment  corporations 
would  find  the  purchase  of  U.  S.  securities  more 
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attractive.   In  one  of  its  key  provisions,  the  Act 
brought  U.  S.  estate  tax  laws  on  foreign  investment 
more  into  line  both  with  the  tax  situation  of  U.  S. 
residents  and  with  estate  taxes  applied  in  a  large 
number  of  foreign  countries.   It  thereby  removed  a 
major  disincentive  to  the  flow  of  long-term  portfolio 
capital  to  the  United  States. 

In  addition  to  seeking  ways  to  promote  the  sale 
of  our  securities  abroad,  the  Task  Force  examined 
the  possibilities  of  increasing  foreign  financing 
for  U.  S.  corporations  operating  abroad.   The  recommendations 
it  formulated  to  our  international  corporations  on 
steps  to  maximize  use  of  such  financing  were  grounded 
in  experience  and  tailored  to  our  balance  of  payments 
objectives.   Its  recommendations  were  given  substance 
in  the  voluntary  balance  of  payments  program  announced 
in  early  1965,  which  encouraged  U.  S.  companies  to 
increase  their  recourse  to  foreign  funds  for  their 
operations  abroad.   In  the  form  of  new  security  issues 
alone,  U.  S.  corporate  borrowing  abroad  rose  from 
virtually  nothing  in  prior  years  to  over  $300  million 
in  1965  and  about  $500  million  in  1966,  with  some 
further   increase  likely  in  1967. 

The  task  of  encouraging  foreign  investment  in 
the  U.  S.  is  perhaps  less  difficult  than  it  would 
seem  because  of  a  number  of  factors  which  operate 
to  attract  this  investment.   The  breadth  of  trading 
in  our  securities,  the  quantity  and  quality  of  information 
available  on  our  corporations,  the  speed  with  which 
information  is  transmitted  to  stockholders,  and  the 
variety  of  investment  instruments  offered  constitute 
one  set  of  factors  making  the  U.  S.  a  place  where 
every  foreign  investor  should  consider  putting  a  portion 
of  his  long-term  savings.   The  unique  position  of 
the  dollar  as  an  investment  medium  in  the  world  today 
is  another  fundamental  factor  which  should  tend  to 
pull  portfolio  capital  from  the  rest  of  the  world. 
Yet  another  is  U.  S.  technological  superiority  in 
many  areas,  which  has  become  increasingly  important 
to  the  sophisticated  investor. 

There  has  been  a  balance  of  payments  inflow  resulting 
from  net  foreign  purchases  of  U.  S.  corporate  securities 
in  14  out  of  the  last  18  years.   The  total  derived 
from  our  balance  of  payments  figures  is  shown  in  Table  19. 
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TABLE  19 


Net  Foreign  Purchases  of  U.  S.  Corporate  Securities^/ 

1950  -  Sept.  1967 

(millions  of  dollars) 


Year 

Purchases 

Year 

1950 

-  7 

1959 

1951 

126 

1960 

1952 

37 

1961 

1953 

70 

1962 

1954 

135 

1963 

1955 

172 

1964 

1956 

313 

1965 

1957 

228 

1966 

1958 

-  6 

1967 

Net 
Purchases 

430 

270 

314 

122 

266 

-  96 

-  372 

665 

1967  (Jan. -Sept.)    854 


a/  Net  purchases  by  foreigners  of  U.  S.  securities 
~   other  than  Treasury  issues.   Excludes  purchases  by 
international  and  regional  organizations  of  U.  S. 
agency  bonds.   Includes  $190  million  in  1965,  $594 
million  in  1966,  and  $329  million  during  Jan. -Sept. 
1967  of  new  security  issues  sold  abroad  by  U.  S. 
corporations  to  finance  direct  investment  abroad, 
and  net  sales  of  securities  from  official  portfolio 
of  U.  K.  Government.   (See  text  discussion.) 


Source:   Derived  from  Department  of  Commerce  and  Treasury 
data . 
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Net  outflows  are  shown  in  196 «1  and  in  1965.   t-Thile 
the  data  show  a  substantial  increase  in  this  outflow 
in  1965,  they  reflect  the  sale  of  approximately  $500 
million  of  securities  held  in  the  official  portfolios 
of  the  U.  K.  as  a  result  of  wartime  acquisitions. 
This  was  part  of  a  British  move  to  build  up  their 
foreign  exchange  reserves.   In  that  Scime  year  net 
purchases  of  U.  S.  corporate  securities  by  other  foreigners 
were  of  much  larger  magnitude,  offsetting  to  some 
degree  the  British  Government  sales.   The  net  sell- 
off  of  U.  S.  securities  was  reversed  during  1966  as 
foreigners  acquired  net  over  $660  million  of  U.  S. 
corporate  securities.   A  substantial  part  of  this 
flow  were  sales  of  bonds  by  Delaware-based  subsidiaries 
of  American  corporations,  for  reinvestment  of  the 
proceeds  abroad  as  a  direct  investment.   Clearly, 
building  on  the  experience  of  the  past,  an  important 
contribution  to  the  balance  of  payments  can  result. 

Vigorous  promotion  efforts  by  the  U.  S.  private 
community  are  required  as  a  follow-up  to  the  work  of 
the  Task  Force.   This  will  be  bulwarked  by  the  Foreign 
Investors  Tax  Act  and  other  forms  of  Government  cooperation, 
The  New  York  Stock  Exchange,  as  part  of  its  educational 
program,  has  just  produced  a  brochure  summarizing 
the  changes  in  U.  S.  tax  laws  as  they  effect  non- 
resident investors,  and  outlining  to  investors  everywhere 
the  advantages  of  participating  in  the  U.  S.  capital 
market. 

Looking  over  the  longer  term,  the  securities 
of  U.  S.  private  firms  should  be  one  of  our  best  selling 
exports.   Increased  foreign  investment  in  these  securities 
will  create  a  more  balanced  two-way  capital  flow  between 
the  U.  S.  and  other  capital  markets.   This,  in  turn, 
will  minimize  the  balance  of  payments  impact  of  other 
long-term  outflows  from  the  United  States.   For  these 
reasons  we  must  undertake  to  utilize  the  provisions 
of  the  Foreign  Investors  Tax  Act,  and  other  features 
advantageous  to  foreign  investment  in  the  U.  S.  to 
increase  the  net  inflow  of  this  type  of  long-term 
investment  capital.   It  is  also  clear  that  encouragement 
of  foreign  investment  cannot  stop  at  portfolio  investment 
alorio.   T\'e  'JiiisL  encourage  a  hospitable  climate  to 
foreign  direct  investment--investment  in  brick  and 
mortar  and  plants. 

The  Administration  is  continuing  to  work  with 
individuals  and  corporations  which  participated  in 
the  Task  Force  and  with  other  similar  organizations, 
to  encourage  private  activity  aimed  at  drawing  more 
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foreign  investment  to  the  United  States.   Of  particular 
interest  is  the  work  of  the  recently  formed  Council 
of  the  U.  S.  Investment  Community,  which  has  as  its 
goal  the  development  of  closer  working  relationships 
among  portfolio  managers  and  brokers  here  and  in  the 
major  capital  markets  abroad.   This  group,  which  in 
October  of  this  year  sponsored  a  visit  here  by  a  group 
of  European  financiers  for  an  on-the-spot  view  of 
U.  S.  investment  possibilities,  should  continue  to 
play  a  leading  role  in  developing  foreign  interest 
in  U.  S.  securities.   Finally,  we  must  continue  our 
efforts  in  the  OECD  and  directly  with  other  governments 
to  remove  remaining  impediments  to  an  increased  flow 
of  investment  to  the  United  States. 

In  these  and  other  ways  we  can  respond  to 
President  Johnson's  call,  as  part  of  the  long-term 
measures  in  his  new  program,  for  "an  intensified 
program  to  attract  foreign  investment  in  U.  S. 
corporate  securities,  carrying  out  the  principles 
of  the  Foreign  Investors  Tax  Act  of  1966''. 
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VIII.   A  Long-Range  Program  for  Narrowing  the  Travel 
Gap  Through  Promotion  of  Foreign  Travel  in  'tlTe 
United  States  and  Temporary  Measures  to  Restrain 
U.  S.  Travel  Abroad 


A.   Introductory  Comments 

Americans  spend  more  in  travel  to  foreign  coun- 
tries than  foreigners  spend  in  travel  to  the  United 
States.   The  outflow  of  dollars  that  results  contributes 
substantially  to  our  balance  of  payments  deficits.   We 
have  sought  to  overcome  this  outflow  by  encouraging 
foreign  travel  here.   This  has  been  the  primary  focus 
of  our  balance  of  payments  actions  in  the  travel  area 
throughout  the  1960 's.   The  stimulation  and  encourage- 
ment of  foreign  travel  here  rather  than  limiting  AmerTcan 
travel  abroad  has  been — and  is — an  essential  ingredient 
of  our  long-term  balance  of  payments  program. 

Temporary  action  to  reduce  our  overseas  spending 
has  now  become  imperative  until  the  longer-term  measures 
to  increase  our  balance  of  payments  receipts  produce 
much  better  results.   Because  of  the  urgent  necessity 
of  correcting  our  balance  of  payments  now,  we  must  call 
on  those  Americans  who  would  travel  abroad  to  make  some 
temporary  sacrifices.   We  call  on  them  and  on  the  travel 
industry--just  as  we  call  on  all  others — to  join  in  the 
program  to  eliminate  the  deficit  in  our  international 
payments  and  keep  the  dollar  strong. 

Between  1960  and  1966,  travel  receipts  from 
foreigners  increased  a  total  of  72  percent.   Travel 
payments  to  foreigners  by  U.S.  residents  increased  51 
percent.   Nevertheless,  the  travel  deficit  increased 
from  approximately  $1.2  billion  to  $1.6  billiorH 

In  1967,  the  travel  deficit  is  believed  to  have 
widened  to  approximately  $2  billion — in  considerable 
part  because  of  the  impact  of  Expo  1967. 

To  reduce  this  deficit  by  $500  million,  the 
President  as  part  of  his  1968  balance  of  payments  pro- 
gram called  on  "the  American  people  to  defer  for  the 
next  two  years  all  nonessential  travel  outside  the 
Western  Hemisphere""!   He  also  called  on  the  Secretary 
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of  the  Treasury  to  explore  with  the  appropriate 
Congressional  committees  legislation  to  help  achieve 
this  objective. 

As  part  of  the  "Long-Term  Measures"  in  his  new 
balance  of  payments  program.  President  Johnson  called 
on  the  Industry-Government  Special  Travel  Task  Force 
set  up  on  November  16,  1967  to  speed  up  its  work  on  a 
program  to  attract  more  visitors  to  this  country.   He 
directed  this  Task  Force  to  report  within  45  days  on 
the  immediate  measures  that  can  be  taken,  and  to  make 
its  long-term  recommendations  within  90  days. 

B.   Position  of  the  United  States  Travel  Account 

In  recent  years  the  trend  in  the  U.S.  travel  ac- 
count has  become  more  unfavorable.   (See  Table  20.) 

Vith  the  continuallv  rising  level  of  income  of 
the  average  American  and  the  growing  ease  of  foreign 
travel,  Americans  have  tended  to  seek  more  travel  op- 
portunities abroad.   The  consequence  has  been  a  rapid 
growth  in  tourist  outlays  outside  the  United  States,  a 
growth  which  has  outpaced  increased  receipts  from 
foreign  visitors  in  this  country. 

--  In  19  55  payments  to  foreign  countries  were 
$1.4  billion. 

—  In  1960,  shortly  after  the  United  States  began 
to  run  an  overall  balance  of  payments  deficit 
of  serious  proportions,  travel  payments  in 
foreign  countries  reached  the  $2.3  billion 
level. 

—  In  1966  the  figure  rose  to  $3.4  billion,  and 
for  1967  expenditures  are  estimated  at  about 
$4.0  billion. 

If  U.S.  travel  receipts  over  past  years  had  grown 
correspondingly  to  travel  payments,  these  figures  for 
total  tourist  expenditures  in  foreign  countries  would 
not  pose  a  major  problem.   But  while  U.S.  receipts  from 
foreign  visitors  have  made  encouraging  advances,  the 
differential  between  receipts  and  expenditures  has 
nevertheless  risen  sharply. 

A  major  part  of  our  travel  deficit  is  normally 
with  Europe  (See  Table  21) .   About  one-third  of  what 
Americans  spent  for  travel  in  1966  went  to  Europe  and 
the  Mediterranean  (Canada  and  Mexico  constituting  the 
bulk  of  the  remainder) .   Americans  spent  $  .9  billion 
while  traveling  in  Europe  and  the  Mediterranean  compared 
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TABLE  20 


U.  S.  Travel  Account  a / 
(billions  of  dollars) 
Year         Payments  Receipts         Net  Deficit  (-) 


1950 

-0.90 

0.47 

-0.43 

1951 

-0.89 

0.52 

-0.37 

1952 

-1.01 

0.61 

-0.40 

1953 

-1.11 

0.63 

-0.48 

1954 

-1.19 

0.66 

-0.54 

1955 

-1.35 

0.72 

-0.64 

1956 

-1.51 

0.77 

-0.75 

1957 

-1.63 

0.87 

-0.76 

1958 

-1.78 

0.91 

-0.87 

1959 

-1.99 

0.99 

-1.00 

1960  b/ 

-2.26 

1.03 

-1.24 

1961 

-2.29 

1.06 

-1.24 

1962 

-2.51 

1.07 

-1.44 

1963 

-2.73 

1.13 

-1.60 

1964 

-2.86 

1.36 

-1.50 

1965 

-3.16 

1.55 

-1.61 

1966  -3.41  1.77  -1.64 

a/   Including  transocean  fares. 

b/   Begins  new  series;  data  for  previous  years  are 
substantially  comparable. 

Note:   Detail  may  not  add  due  to  rounding. 

Source:   U.S.  Department  of  Commerce. 
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TABLE  21 


Travel  Deficits  by  Major  Areas 
(billions  of  dollars) 


Percent 
1960    1966    Increase  (+) 


-0.30 

-0.48 

64 

0.13 

0.34 

151 

Canada  and  Mexico 

Payments  to  -0.77   -1.25       63 

Receipts  from  0.70    1 .02       47 

Deficit  (-)  -0.08   -0.23      20T 

European  and  Mediterranean 

Payments  to  -0.69   -0.92       33 

Receipts  from  .09    0 .22      139 

Deficit  (-)  -0.60   -0.71      IT 

All  other  Areas 

Payments  to 
Receipts  from 

Deficit  (-)  -0.16   -0.15 

Transportation 

Payments  to  foreign 

carriers  by  Americans  -0.51  -0.76  50 
Receipts  by  U.S.  carriers 

from  foreigners  0.11    0. 20      84 

Deficit  (-)  -0.40   -0.56      "40" 

Total 

Payments  -2.26   -3.41       51 

Receipts  1.03    1.77       72 

Deficit  (-)  -1.24   -1.64       33 

Note:   Detail  may  not  add  to  totals  due  to  rounding. 
Source:   Derived  from  data  of  U.S.  Department  of  Commerce, 
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to  only  $  .2  billion  spent  by  people  from  that  area 
while  traveling  in  the  U.S.   This  $  .7  billion  deficit 
plus  a  substantial  part  of  $  .6  billion  deficit  on  the 
costs  of  travel  transportation  points  to  a  major  area 
for  correction  in  our  balance  of  payments  program--both 
short-  and  long-term  range. 

The  travel  deficit  is  significantly  different  with 
our  neighbors  in  the  Western  Hemisphere.   While  there 
have  been  very  substantial  increases  in  U.S.  travel  to 
Canada  and  Mexico  in  recent  years,  our  receipts  from 
visitors  from  these  tv/o  countries  also  increased  sub- 
stantially.  U.S.  travelers  spent  $1.3  billion  in 
Canada  and  Mexico  in  1966,  but  because  of  their  spend- 
ing here  our  tourist  deficit  v;ith  them  was  $  .2  billion. 
Canadians  traveling  to  the  United  States  account  for  a 
larger  part  of  these  receipts,  although  when  all  the 
results  are  in  for  1967,  it  is  likely  that  Expo  '67  will 
have  changed  the  balance. 

C.   Measures  Taken  to  Improve  the  Travel  Balance 

1.   International  Travel  Act  of  1961 

The  first  step  taken  to  enhance  the  U.S.  tourist 
market  v/as  the  passage  of  the  International  Travel  Act 
of  1961,  v/hich  had  as  its  purpose  "to  strengthen  the 
domestic  and  foreign  commerce  of  the  United  States  by 
providing  for  the  establishment  of  the  United  States 
Travel  Service  within  the  Department  of  Commerce." 

The  U.S.  Travel  Service  was  designed  to  coordinate 
the  programs  of  Government  toward  the  purposes  of  the 
International  Travel  Act  and  to  establish  coirmunication 
with  individuals,  businesses,  and  organizations  related 
to  international  travel  including  state  and  local  units, 
A  major  contribution  of  the  United  States  Travel 
Service  has  been  its  overseas  promotional  activities 
carried  on  tlirough  foreign  branch  offices.   The  Travel 
Service  has  acted  as  a  catalyst  in  advertising  and  sales 
promotion  cooperation  between  Government  and  industry, 
to  this  end,  it  has  employed  various  media  at  home  and 
abroad  for  the  promotion  of  foreign  travel  to  the  U.  S. 
and  to  facilitate  foreign  travel  throughout  this  country. 
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2.  Cabinet  Committee  on  Travel  Planning  and 
Promotion 

Pursuant  to  his  balance  of  payments  message  of 
February  1965,  President  Johnson  asked  Vice  President 
Humphrey  to  form  a  Cabinet  Committee  for  the  purpose 
of  bringing  to  bear  continuing  efforts  of  high-level 
Government  officials  toward  increasing  mtra-Government 
and  Government-industry  coordination  of  activities  af- 
fecting travel  receipts.   Achievements  of  the  Cabinet 
Committee  have  included: 

—  simplification  of  customs  entry, 

—  upgraded  and  expanded  National  Park  facilities, 

—  pilot  projects  for  improving  tourist  services 
in  the  Nation's  Capital, 

—  creation  of  foreign  language  facilities  at 
ports  of  entry,  and 

—  creation  of  a  favorable  climate  within 
Government  for  successful  implementation  of 
national  travel  programs. 

3.  Discover  America,  Inc. 


Concurrent  with  the  establishment  of  the  Cabinet 
Committee,  Discover  America,  Inc.,  was  formed  as  a 
private  nonprofit  organization  to  bring  the  various 
elements  of  the  U.S.  travel  industry  together  in  an  all- 
out  effort  to  increase  the  size  of  the  tourist  market." 
The  membership  of  Discover  America  comprises  a  broad 
cross-section  of  the  private  U.S.  tourist  industry  and 
is  wholly  financed  and  directed  by  private  enterprise. 
The  organization  has  concentrated  essentially  on  public 
information  and  promotion,  liaison  with  various  indus- 
try groups,  and  government  relations. 

4.   Other  Related  Efforts  to  Reduce  the  Travel 
Deficit" 

In  an  effort  to  reduce  U.S.  tourist  expenditures 
without  affecting  travel  abroad,  the  Administration  in 
its  1961  balance  of  payments  program  requested  legis- 
lative action  to  reduce  the  comparatively  very  generous 
duty  free  exemption  for  purchases  of  foreign  goods  by 
returning  tourists.   The  exemption  was  lowered  from 
$500  to  $100.   There  has  been  a  balance  of  payments 
savings,  but  it  has  been  more  than  offset  by  the  increase  in 
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the  numbers  of  tourists  going  overseas.   In  October  1965, 
the  exemption  was  reduced  from  $100  of  goods  calculated 
at  wholesale  value  to  $100  retail,  the  price  actually 
paid  rather  than  the  lower  wholesale  value  of  the  goods. 
The  new  law  also  reduced  the  exemption  for  liquor  from 
a  gallon  to  a  quart  for  each  returning  tourist. 

The  Government  also  embarked  on  a  stepped-up  pro- 
gram to  sell  certain  foreign  currencies  that  it  owns 
to  American  tourists  and  businessmen.   This  program  has 
been  intensified  as  a  result  of  the  Food  for  Freedom 
Act  of  1966.   While  important,  the  program  has  only  very 
limited  applicability  in  coping  with  the  travel  deficit. 
The  sale  of  those  currencies  which  the  Government  owns 
in  excess  of  its  operating  needs  are  helpful  to  our 
balance  of  payments.   However,  there  are  less  than  a 
dozen  countries  in  which  we  have  such  "excess  currency" 
holdings  and  while  the  amounts  in  these  countries  are 
very  substantial,  they  are  poorer  countries  and  ones 
that  account  for  a  very  small  portion  of  our  tourist 
spending.   If  the  Government  were  to  sell  Western 
European  currencies,  for  example,  it  would  have  to,  in 
turn,  buy  these  currencies  for  dollars  and  add  to  our 
balance  of  payments  deficit.   Nevertheless  where  "excess 
currencies"  exist  the  sales  program  will  be  pursued 
vigorously. 

Individual  private  industry,  recognizing  its  stake 
in  an  expanded  tourist  market  in  the  U.S.,  has  also 
undertaken  effective  programs.   For  example,  in  November 
1966  the  American  Express  Company  sponsored  a  tour  of 
the  U.S.  for  500  European  tourist  agents  in  an  effort 
to  make  them  more  familiar  with  American  travel  oppor- 
tunities.  United  Airlines,  in  cooperation  with  Discover 
America,  Inc.,  launched  a  large-scale  program  to  en- 
courage Americans  to  discover  new  vacations  in  their 
own  country. 

D.   Need  for  a  New  Long-Term  Action  Program  and  the 

Establishment  of  the  Special  Task  Force  to  Formulate 
It 

The  growing  drain  on  our  balance  of  payments  re- 
sulting from  growing  foreign  travel  cannot  be  ignored. 
The  Administration  regards  a  long-term  program  in  travel 
as  a  balance  of  payments  imperative.   in  response  to 
this  need.  President  Johnson  on  November  16,  1967,  ap- 
pointed an  Industry-Government  Special  Travel  Task 
Force  to: 
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--  make  specific  recommendations  as  to  how  the 
Federal  Government  can  best  increase  foreign 
travel  to  the  United  States  and  thereby  im- 
prove our  balance  of  payments;  and 

--  build  into  its  program  ways  and  means  that 
will  insure  that  more  foreign  visitors  truly 
learn  to  know  our  country  and  people. 

In  announcing  his  intentions,  the  President  called 
attention  to  his  previous  statement  that  "the  most 
satisfactory  way  to  arrest  the  increasing  gap  between 
American  travel  abroad  and  foreign  travel  here  is  not 
to  limit  the  former  but  to  stimulate  and  encourage  the 
latter." 

The  Task  Force  is  headed  by  Robert  M.  McKinney, 
former  U.S.  Ambassador  to  Switzerland,  and  includes  the 
following  distinguished  leaders  in  the  field  of  travel, 
transportation,  public  relations,  entertainment,  pub- 
lishing, hotelkeeping,  education,  and  public  service. 


William  Bernbach 
Daniel  J.  Boorstin 

John  A.  Burns 
Edward  E.  Carlson 

Hov/ard   L.    Clark 

Arthur  Frommer 
Frank  Hildebrand 

Frank  N.  Ikard 


President,  Doyle,  Dane,  Bernbach 

Professor  of  History 
University  of  Chicago 

Governor  of  Hawaii 

President, Western  International 
Hotels,  Inc. 

President  and  Chief  Executive 
Officer,  American  Express  Company 

President,  Arthur  Frommer,  Inc. 

Director 

Texas  Tourist  Development  Agency 

President 

American  Petroleum  Institute 


John  H.  Johnson 


VJillis  G.  Lipscomb 
(retired) 


Editor  and  Publisher 
Johnson  Publishing  Co. 

Vice  President,  Traffic  and  Sales 
Pan-American  World  Airways 
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Winston  V.  Morrow,  Jr. 


William  D.  Patterson 


Gerald  Shapiro 


President,  Director  and  Chief 

Executive  Officer 

Avis  Rent-A-Car  System,  Inc. 

Vice  President  and  Secretary 
Saturday  Review,  Inc. 

Vice  President  and  General 

Manager 

Hertz  Rent-A-Car  Division 


Lew  R.  Wasserman 


President,  Music  Corporation 
of  America 


Anthony  M.  Solomon 


Winthrop  Knowlton 


Harry  M.  Shooshan 


Donald  G.  Agger 


Charles  S.  Murphy 


Assistant  Secretary  for 
Economic  Affairs 
Department  of  State 

Assistant  Secretary  for 
International  Affairs 
Department  of  Treasury 

Deputy  Under  Secretary  for 

Programs 

Department  of  the  Interior 

Assistant  Secretary  for 
International  Affairs 
Department  of  Transportation 

Chairman,  Civil  Aeronautics 
Board 


Andrew  F.  Brimmer 


John  W.  Black 


In  arriving  at 
will  examine  a  varie 
foreign  travel.  Its 
in  the  United  States 
tive  for  foreigners, 
should  be  undertaken 
sector,  and  under  jo 
mend  areas  where  new 
where  increased  U.S. 
justified. 


Member  of  Board  of  Governors 
Federal  Reserve  System 

Director,  United  States  Travel 

Service 

Department  of  Commerce 

its  recommendations,  the  Task  Force 
ty  of  areas  which  have  an  impact  on 
emphasis  will  be  to  make  tourism 
more  readily  available  and  attrac- 

It  will  look  into  actions  which 
by  the  Government,  by  the  private 
int  effort  by  both.   It  will  recom- 
legislation  should  be  sought  and 
Government  expenditure  would  be 
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Areas  of  examination  will  include:   the  shortage 
of  good  medium-priced  hotels  in  key  cities;  the  use  of 
vacant  university  facilities  during  vacation  periods; 
the  possibility  of  select  tours  for  special  interest 
groups;  the  possibility  of  directional  aircraft  fares; 
the  difficulties  foreigners  face  in  renting,  buying, 
and  insuring  automobiles  in  the  U.S.;  the  adoption  of 
international  road  signs  on  our  highways;  the  use  of 
qualified  students  as  Federally  certified  guides  and 
interpreters;  the  publication  of  an  attractive,  compre- 
hensive guidebook  for  the  U.S.  translated  into  a 
variety  of  foreign  languages;  improvement  of  market 
research  to  maximize  the  tourist  advertising  dollar; 
possible  new  incentives  for  tour  operators;  legislation 
to  assist  foreigners'  purchasing  and  driving  a  car  dur- 
ing U.S.  vacations;  a  new  International  Travel  Act  with 
a  strong  balance  of  payments  orientation;  study  of 
measures  adopted  by  those  countries  and  cities  which 
have  been  successful  in  attracting  foreign  tourists;  a 
coordinated  state  and  local  government  campaign  to  im- 
prove and  promote  tourist  facilities;  the  encourage- 
ment of  foreign  government  amendment  of  regulations 
inhibiting  tourism  by  their  residents;  a  summer  job 
program  for  foreign  college-age  youths  to  work  in  U.S. 
hotels,  restaurants,  and  airlines;  space-available 
airplane  travel  for  all  foreign  tourists  in  the  U.S. 
and  for  foreign  students  on  transoceanic  flights;  use 
of  U.S.  Government  land  to  stimulate  tourism;  a  dynamic 
visit-an-American-family  program;  cost  reduction  of 
transoceanic  travel;  competitive  programs  within  the 
U.S.  tour  industry  leading  to  Presidential  citations 
and  awards;  possibility  of  prior  purchase  of  meal 
tickets  for  use  in  the  U.S.;  availability  of  single 
price  unlimited  bus,  rail,  and  air  tickets  usable  dur- 
ing a  specified  time  period;  visa  waiver  regulation; 
and  an  intensified  business  visit  program. 

Based  on  the  Task  Force's  recommendations,  the 
Government  will  be  better  equipped  to:   coordinate 
private  and  public  measures;  initiate  educational  pro- 
grams both  abroad  and  in  the  U.S.;  suggest  new  legis- 
lation to  the  Congress;  and  judge  priorities  for  new 
expenditures. 

U.S.  Government  assistance  to  our  tourist  indus- 
try has  been  minuscule  by  international  comparisons. 
Last  year,  the  U.S.  Travel  Service  operated  with  a 
$3  million  budget--a  budget  that  compares  with  $10 
million  for  Canada,  $10  million  for  Spain,  $7  million 
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for  Mexico,  $5  million  for  France,  and  $5  million  for 
Greece.   Much  could  be  accomplished  with  a  properly 
guided  major  budgetary  effort  on  the  part  of  the  U.S. 
Government — more  funds  not  only  for  the  U.S.  Travel 
Service,  but  also  for  improved  customs  and  reception 
centers,  translation  services,  and  better  park  facil- 
ities. 

The  causes  of  our  "travel  gap"  are  many,  the 
main  ones  being:  higher  per  capita  income  in  the 
United  States;  foreign  government  restriction  on 
travel;  the  language  barrier  in  the  United  States-- 
oral  and  written;  the  cost  of  transoceanic  transporta- 
tion; the  cost  of  tourism  in  the  United  States;  and  a 
U.S.  travel  industry  not  organized  to  receive  and 
service  middle-income,  non-English-speaking  visitors. 

On  the  other  hand,  we  do  have  many  assets  and 
these  must  be  exploited:  rising  disposable  income  in 
many  countries;  unique  attractions  in  the  United 
States;  and  great  worldwide  curiosity  about  the 
United  States.   New  ideas  have  been  put  forward — they 
should  be  tested.   Other  ideas  should  be  developed. 
The  successes  of  others  should  be  investigated.   The 
work  has  started — but  it  has  not  had  a  balance  of 
payments  orientation.   More  must  be  done  and  a  new 
emphasis  adopted.   The  Task  Force  will  furnish  guidance. 
Under  the  new  balance  of  payments  program  its  work  has 
been  accelerated. 

E.   Temporary  Measures  to  Reduce  the  Travel  Deficit 

We  are  confident  that  the  Special  Travel  Task 
Force  will  help  produce  an  effective,  constructive 
long-range  program  for  increasing  foreign  travel  to  the 
United  States  with  Federal,  State,  and  private  action. 
We  recognize  that  even  with  its  mission  accelerated, 
it  will  take  time  to  implement  and  translate  into  con- 
crete results  its  recommendations  for  new  actions  that 
can  be  undertaken  by  the  Government,  by  the  private 
sector  and  under  joint  effort  by  both. 

Meanwhile,  for  the  reasons  that  have  been  outlined 
throughout  this  report,  it  is  essential  to  reduce 
spending  for  travel  abroad  by  Americans.   The  President's 
"request  that  the  American  people  defer  for  two  years  all 
nonessential  travel  outside  the  Western  Hemisphere  is 
clearly  a  call  for  temporary  restraint.   It  is  a  re- 
quest that  is  made  only  in  the  urgent  national  interest. 
It  is  a  call  on  our  citizens  to  participate  in  protect- 
ing the  international  financial  strength  of  this  country 
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rather  than  contribute  to  an  erosion  of  that  strength 
which  would  have  unfortunate  consequences  for  all. 
It  is  not  a  sacrifice  of  travel  but  only  of  nonessential 
travel  abroad.   It  is  our  hope,  expectation,  our  firm 
policy  to  eliminate  this  restraint  on  travel  as  quickly 
as  possible — as  soon  as  our  long-term  measures  to  in- 
crease our  receipts  from  travel  and  from  our  trade 
surplus  permit. 

This  temporary  restraint  on  travel  abroad  will 
give  added  incentive  to  promote  more  eneraeticallv 
and  more  quickly  and  effectivelv  foreicrn  travel  to 
these  shores.   The  speed  and  effectiveness  of  carrying 
out  this  longer-term  effort  would  make  even  more  certain 
the  early  abandonment  of  the  temporarv  measures  of 
restraint.   This  process  of  adjustment  of  our  travel 
account  should  have  the  support,  cooperation  and  certain- 
ly the  understandincf  of  European  countries  whose  sur- 
pluses have  been  in  the  counteroart  of  our  balance  of 
payments  deficits. 

The  Secretary  of  the  Treasurv  is  in  the  meantime 
exploring  with  the  appropriate  Congressional  Committee 
leaislation  to  help  achieve  the  objective  of  reducing 
the  travel  deficit  bv  $500  million  in  196R.   The  exact 
character  of  any  legislative  measures  will  emerge  from 
their  consultations.   The  most  effective  actions, 
nevertheless,  are  those  that  will  be  taken  by  American 
citizens  themselves. 


Adjustment  Responses  Expected  of 
Trading  Partners 
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IX .   Adjustment  Responses  Expected  of  Trading  Partners 


A .   Distribution  of  the  Adjustment  Among  Countries 

The  importance  of  multilateral  cooperation  in 
making  the  adjustment  process  work  smoothly  was 
stressed  in  the  first  two  chapters  of  this  paper. 
There  it  was  pointed  out  that  as  a  matter  of  arith- 
metic a  reduction  of  the  U.  S.  deficit  necessarily 
means  that  other  countries  will  have  to  reduce 
their  surpluses,  move  into  deficit,  or  (for  countries 
that  are  in  deficit  already)  move  deeper  into  deficit, 
The  adjustment  process  should  ideally  proceed  v/ith 
minimal  adverse  effects  on  individual  countries 
and  on  the  world  economic  communitv  in  general. 
Adjustment  will  not  occur  in  this  relatively 
smooth  manner,  however,  if  the  reduction  in  the 
U.S.  deficit  hits  countries  whose  balance  of 
paym.ents  positions  are  alreadv  weak.   The  improve- 
ment in  the  U.S.  balance  of  pavments  therefore 
must,  as  stressed  in  Chapter  IT,  have  as  its  main 
counterpart  a  reduction  in  the  surpluses  in  the 
balance  of  payments  of  the  continental  European 
countries.   Within  continental  Europe,  much  the 
greatest  part  of  the  adjustment  must  come  in  the 
external  position  of  the  European  Economic 
Community. 

The  adjustment  of  the  present  imbalance  in 
world  payments  is  not  the  sole  responsibility  of  the 
United  States  and  the  EEC  countries.   But  it  is 
true  that,  with  a  few  exceptions  (which  also  are 
mainly  in  continental  Europe) ,  countries  other 
than  those  in  the  European  Economic  Community  do  not 
have  sufficient  reserves  or  the  balance  of  payments 
surpluses  to  bear  the  brunt  of  a  reduction  of  the 
U.S.  deficit. 
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The  United  States  is  not  the  only  developed 
country  whose  balance  of  payments  needs  strengthening. 
The  United  Kingdom  is  also  determined  to  achieve  a 
substantial  improvement  in  its  external  position. 
This  improvement  in  the  U.K.  balance  of  payments 
should  come  about  readily  and  smoothly  following 
the  recent  devaluation  of  sterling,  provided  again 
that  the  major  surplus  countries  are  willing  to 
tolerate — indeed,  to  encourage — offsetting 
changes  in  their  balance  of  payments.   The  United 
States  v;ants  the  new  U.S.  Action  Program  to 
create  the  fewest  possible  difficulties  for  the 
United  Kingdom  as  that  country  restores  balance  in 
its  own  payments.   And  the  United  States  is  deter- 
mined to  avoid  having  the  developing  countries  of 
the  world  bear  the  burden  of  the  necessary  U.S. 
retrenchment  of  its  payments.   It  is  doubly  important, 
therefore,  to  have  the  greatest  part  of  the  adjust- 
ment take  place  in  the  continental  European  countries. 


B.   The  Persistent  EEC  Surplus 

There  are  interesting  patterns  that  emerge  when 
one  compares  the  broad  structures  of  the  U.S.  and 
the  EEC  payments  positions  (see  Table  22  ) .   The  EEC 
and  the  United  States  both  have  sizable  outflows  of 
official  grants  and  capital,  and  both  have  large 
surpluses  on  private  current  account  transactions. 
Whereas  in  the  U.S.  case  military  expenditures 
abroad  far  exceed  the  receipts  from  military 
transactions,  however,  the  reverse  is  true  for  the 
Common  Market.   Primarily  because  of  the  large 
number  of  U.S.  troops  stationed  in  Europe  and  the 
foreign-exchange  costs  associated  with  keeping  them 
there,  the  EEC  has  large  receipts  on  military 
account.   (EEC  net  military  transactions  with  the 
United  States  are  separated  from  the  rest  of  the 
current  account  items  in  the  balance  of  payments 
and  shown  separately  on  line  3  of  Table  22.) 
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The  other  major  difference  in  the  structure  of 
the  U.S.  and  FEC  balance  of  pavments  is  in  the 
private  capital  accounts.   The  EEC  has  tended  to 
have  large  net  inflov;s  of  private  nonmonetary 
capital,  while  the  United  States  has  experienced 
larae  outflows  on  private  capital  account.   The 
strength,  flexibility,  and  competitiveness  of  the 
U.S.  capital  market,  the  large  volume  of  U.S. 
saving,  and  the  importance  of  the  United  States  as 
the  dominant  international  financial  and  banking 
center  all  help  to  explain  why  U.  P.  private  capi- 
tal outflows  were  so  larae  and  qrowina  so  rapidly 
in  the  1960 's.   Conversely,  the  underdevelopment 
of--and  restrictions  imposed  in--European  capital 
markets  help  to  explain  whv  the  EEC  countries 
taken  together  have  been  net  importers ,  rather  than 
net  exporters,  of  private  capital  funds.   T^s 
Table  22   brings  out,  direct  investment  inflov.'s  into 
the  EEC  countries  have  been  larqe ,  but  not  so 
large  as  the  net  inflov/s  of  other  private  long-term 
capital . 

The  absolute  size  of  the  im.balance  in  EEC 
external  payments  and  receipts  is  alone  an  indication 
of  its  importance  as  the  main  counterpart  in  the 
world  to  the  large  U.S.  deficit.   The  high  per 
capita  incomes  in  the  EEC  and  the  verv  hiqh  level 
of  reserves  (see  Table  23  )  are  further  indications 
that  the  major  burden  of  accepting  the  adjustment 
resulting  from  the  U.S.  program  should  fall  on 
these  countries. 

Further  evidence  to  suggest  that  the  EEC 
su;:pluses  have  been  excessive  and  that  the  EEC 
balance  of  payments  must  show  the  weakeninq  which 
will  be  the  counterpart  to  the  reduction  in  the 
U.S.  and  U.K.  imbalances  is  provided  by  a  com- 
parison of  data  on  countries '  reserve  increases  and 
growth  in  trade.   Table  24  presents  figures  which 
show  the  reserve  gains  of  some  of  the  more  impor- 
tant countries  that  have  been  gainina  reserves  over 
the  entire  1960-66  period  and,  for  the  same  period, 
the  growth  in  their  imports  (changes  in  the  value 
of  imports  between  1959  and  1966).   Since  reserve 
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TABLE  23 


Geosraphical  Composition  of  World  Reserves 
End-September  1967 


Millions  of  dollars   Per  cent 


European  Economic  Community 

Belgium-Luxembourg 

France 

Germany 

Italy 

Netherlands 

Other  Major  Countries  in  Continental  Europe 

Austria 
Portugal 
Spain 
Switzerland 

Scandinavian  Countries  ij 

Canada 

Japan 

United  Kingdom 

United  States 

Other  Developed  Areas  -  Not  included  above 

Less  Developed  Areas 

World  Total 


25,110 

34.9 

2,551 

3.5 

6,750 

9.4 

7,889 

11.0 

5,445 

7.6 

2,475 

3.4 

6,891 

9.6 

1,439 

2.0 

1,188 

1.6 

1,108 

1.5 

3,156 

4.4 

2,391 

3.3 

2,682 

3.7 

2,047 

2.8 

2,733 

3.8 

14,649 

20.3 

3,412 

4.7 

12,115 

16.8 

72,030 

100.0 

Source:   International  Financial  Statistics,  January  1968.   Reserves  consist  of  gold, 
foreign  exchange  and  reserve  positions  in  the  Fund. 

\_/     Denmark,  Finland,  Norway,  sod  Sweden. 

2j     The  major  countries  in  this  grouping  are  Greece,  Iceland,  Ireland,  Turkey, 
Yugoslavia,  Australia,  New  Zealand,  and  South  Africa. 

3^/  Figures  for  less  developed  areas  (and  therefore  for  world  total)  are  partly 
estimated  by  International  Monetary  Fund. 
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TABLE   24 


Reserve   Gains   and   Growth   in  Trade,    1960-1966 


France 

Switzerland 

Portugal 

Austria 

(EEC  countries  as  a  group) 

Spain 

Italy 

Germany 

South  Africa 

Belgium 

Sweden 

Netherlands 

Norway 

Australia 

Denmark 

Mexico 

Canada 

Japan 

United  Kingdom 

United  States 

46  Countries  Experiencing  Net 
Reserve  Gains  3/ 

Total,  All  Countries  in  World  kj 


(1) 

Growth  in 
Reserves  \J 
($  million) 

4,997 
1,261 

314 

636 
(12,110) 

996 
1,855 
3,238 

320 
1,014 

549 
1,006 

246 

319 

269 

106 

664 

672 

299 
-6,623 

22,666 
14,265 


(2) 

Growth  in 

Trade  2/ 

($  million) 

6,755 
2,021 
547 
1,183 
(29,338) 
2,779 
5,220 
9,554 
1,026 
3,732 
2,168 
4,077 
1,081 
1,511 
1,401 
598 
3,906 
5,925 
5,227 
10,739 

66,618 
85,800 


Ratio  of  Reserve 
Gain  to  Trade 
Growth  (1x2) 

.740 
.624 
.574 
.538 
(.413) 
,358 
.355 
.339 
.312 
.272 
.253 
.247 
.228 
.211 
.192 
.177 
.170 
.113 
.057 


.340 
.166 


Source:   International  Financial  Statistics,  January  1968. 

\J     Change  in  Reserves  (Gold,  Foreign  Exchange,  and  Reserve  Position  in  the  Fund) 

between  December  31,  1959  and  December  31,  1966. 
2/   Change  in  Value  of  Imports  (cif)  between  calendar  years  1959  and  1966,  as  reported 

in  International  Financial  Statistics,  pp. 35-37. 
2/   Includes  all  countries  (a)  whose  reserves  are  reported  separately  by  IFS  (p. 16), 

(b)  for  which  comparable  trade  data  were  available,  and  (c)  whose  reserves  increased 

over  the  1960-66  period.   Of  the  62  countries  listed  separately  in  the  IFS 

reserve  tables,  46  had  reserve  gains  while  16  had  reserve  losses  (total  reserve 

losses  for  these  16  countries  were  $8,320  million). 
4/  Change  in  Reserves  is  the  net  change  for  the  total  of  all  countries'  reserves. 

Growth  in  Trade  is  the  change  in  total  world  imports  (IFS  tables). 
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gains  over  time  are  one  important  measure  of  a 
country's  balance  of  payments  surplus,  the  figures 
on  reserve  changes  in  Table  24  can  be  used  as  a 
rough  yardstick  for  comparing  the  relative  size  of 
countries '  cumulative  net  surpluses  in  the  current 
decade.   The  data  on  grov/th  of  im.ports  in  column 
two  of  the  table  can  serve  as  a  crude  proxy  for 
the  growth  of  a  country's  international  trans- 
actions.  The  final  column  of  Table  24  calculates 
the  ratio  of  a  country's  cumulative  net  surplus 
to  the  growth  in  its  "transactions"  (imports). 
Countries  are  ranked  in  the  table  by  these 
ratios;  the  further  one  moves  dov/n  the  list  of 
countries ,  the  lower  the  ratio  of  reserve  gains 
to  trade  growth . 

For  example,  France  at  the  top  of  the  list 
had  an  increase  in  its  published  reserves  between 
December  31,  1959  and  December  31,  1966  of  $5.0 
billion.   French  imports  increased  in  value  be- 
tv/een  1959  and  1966  by  some  $6.8  billion.   The  ratio 
of  French  reserve  gains  to  trade  grov/th  was  very  high, 
the  former  being  nearly  three-fourths  the  size  of 
the  latter.   Even  discounting  for  the  fact  that  French 
reserves  were  abnormally  low  in  1958  and  1959  ,  v/hich 
is  the  starting  point  for  the  comparison,  it  is  clear 
that  compared  with  other  countries  France  had  quite 
disproportionate  reserve  gains.   Moving  towards  the 
other  end  of  the  spectrum  one  finds  countries  such  as 
Canada  or  Japan,  whose  reserve  gains  were  only  som.e 
10-20  per  cent  of  the  grov/th  in  their  trade.   At  the 
bottom  of  the  list  of  individual  countries,  two  other 
ratios  are  shown,  the  first  is  the  ratio  for  all  the 
major  countries  taken  together  who  were  in  "surplus" 
(had  a  reserve  gain)  for  the  entire  period.   The 
second  is  the  ratio  for  all  countries  in  the  world, 
regardless  of  v/hether  or  not  they  were  in  surplus. 

An  upward  trend  in  reserves  (balance  of  payments 
surplus)  is  the  targeted  long-run  "norm"  for  virtaully 
all  countries  (see  Chapter  I) .   So  long  as  the  total 
amount  of  reserves  in  the  system  is  growing  at  a  reason- 
able pace,  moveover,  the  existence  of  a  moderate  net 
reserve  gain  over  an  extended  period  must  be  judged 
as  one  piece  of  evidence  of  a  successful  balance  of 
payments  policy.   Excessive  reserve  gains,  on  the  other 
hand,  are  clear  indicators  of  an  imbalance  in  payments 
that  needs  to  be  rectified.   The  definitions  of  "moderate" 
and  "excessive"  reserve  gains,  to  be  sure,  are  not  clear. 
But  the  analysis  in  Chapters  I  and  II  does  suggest  one 
possible  criterion  which  might  be  used,  namely,  that  a 
country  has  had  an  excessive  reserve  gain  if  its  cumula- 
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tive  net  surplus  over  some  reasonably  long  and  appro- 
priately chosen  period  has  been  markedly  greater  relative 
to  the  growth  in  its  international  transactions  than  could 
possibly  prevail  in  the  system  as  a  whole  (the  ratio  that 
would  prevail,  in  other  words,  if  every  country  v;ere 
moderately  in  surplus  and  sharing  in  the  total  reserve 
growth  proportionately  to  the  growth  in  its  ov/n  trans- 
actions) . 

On  the  basis  of  this  criterion,  an  examination  of 
Table  24  brings  out  very  clearly  that  all  of  the  EEC 
countries  and  several  of  the  other  major  European 
countries  have  had  excessive  surpluses  in  the  195C-66 
period.   Countries  such  as  Canada  and  Japan,  on  the  other 
hand,  have  experienced  moderate  reserve  gains  much  more 
consonant  with  the  rate  at  which  reserves  were  growing 
in  the  system  as  a  whole.   The  "norm"  for  proportionate 
reserve  growth  in  the  1960-66  period  might  roughly  be 
taken  as  the  ratio  shov/n  on  the  last  line  of  the  table 
for  all  countries  taken  together;  if  no  country  had  lost 
reserves  over  the  period  and  if  each  country  had  shared 
proportionately  in  the  growth  of  total  reserves  that 
actually  took  place,  each  country  individually  would 
have  had  a  ratio  of  reserve  gains  to  trade  growth 
roughly  equal  to  one-sixth  (.166).   The  data  in  the 
table  therefore  strongly  reinforce  the  conclusion  that 
it  is  the  surpluses  of  the  Continental  European  countries 
that  need  to  be  reduced  pari  passu  with  the  reduction  of 
the  U.S.  and  U.K.  deficits. 

C .   Need  for  Compatible  Adjustments 


The  EEC  countries  have  up  until  now  gencrallv 
considered  it  inappropriate  to  reduce  their  current 
account  surpluses  materiallv  and  have  suggested  that 
adjustment  should  occur  primarily,  if  not  fullv, 
through  changes  in  their  capital  accounts.   Increased 
capital  flows  from  the  EEC  countries  to  the  rest  of 
the  v.'orld  v,-ill  benefit  all  parties  and  help  the 
adjustm.ent  process.   An  increase  in  the  flow  of 
capital  to  the  less-developed  countries  is  one  of 
the  basic  objectives  of  the  npcD .   Structural  adjust- 
ments of  this  nature  would  apoear  to  be  hiohlv 
desirable,  if  they  could  be  achieved  bv  measures 
consistent  with  economic  growth  and  the  expansion 
of  world  trade.   Nevertheless,  it  is  uncertain  that 
the  EEC  countries  will  in  the  near  future  be  pre- 
pared to  undertake  structural  adjustments  that  will 
result  in  really  substantial  net  capital  outflows, 
even  if  they  permit  a  reduction  in  the  present  net 
capital  inflow.   In  this  event,  they  must  be  pre- 
pared to  face  up  realistically  to  the  need  for 
allowing  changes  in  the  other  components  of  their 
international  accounts. 
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D .   Shifts  in  European  Capital  Flov7S  and  Development 
of  European  Capital^ Markets 

Peductions  of  Flov^s  of  U.  S .  Capital  to  Europe. 
The  flow  of~U.S.  private"  capital  (excluding  short- 
term  banking  funds)  from  the  United  States  to 
Europe  averaged  roughly  $1.1  billion  annually  from 
1962  through  19  66.   The  flov  to  the  EEC  countries 
alone  averaged  less  than  $700  million.   From  1962 
through  1964,  there  was  a  flov.'  of  portfolio  capital 
to  Europe,  but,  in  1965  and  1966,  under  the  influence 
of  the  interest  equalization  tax,  the  voluntary 
restraint  program,  and  tiaht  monetarv  conditions  in 
the  United  States,  the  net  flow  was  toward  the 
United  States.   Direct  investment  flows  to  the  EEC 
countries  roughly  averaged  $700  million  annually 
from  1964  through  1966,  \/   excluding  reinvested  earn- 
ings of  about  $100  million  annually 

Elimination  of  the  movement  of  U.S.  capital 
to  continental  Western  Europe  will  make  a  contribu- 
tion to  needed  balance  of  payments  improvement  but 
will  not  solve  the  whole  adjustment  problem  by 
itself . 

Over  the  longer  pull .  these  capital  flow 
restraints  must  be  liberalized  in  the  interest  of 
continued  grov;th  in  v/orld  investment,  improvement 
in  technology,  efficient  means  of  mol-ilizing 
financial  capital,  and  efficient  financing  of  world 
trade.   In  a  world  short  of  canj ta] ,  and  with 
pressing  capital  needs,  it  is  not  an  appropriate 
lona-run  payments  adjustm.ent  to  place  restrictions 
on  capital  flov/s. 


T/   This  figure  includes  proceeds  of  borrowing  by 
special  Delaware  corporations  to  finance  direct 
investment  abroad . 
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Inducing  Furopean  Capital  Outflov7s  .   In 
recent  years,  yields  on  long-term  Goverrment  bonds 
in  the  EEC  countries  h-:ive  exceeded  those  in  the 
United  States  by  well  over  1  percent.   German 
rates  have  generally  ranged  from  2  percent  to 
nearly  4  percent  hiaher.   Differentials  in  indus- 
trial bond  yields  have  often  been  larger.   Only 
within  recent  months,  v;hen  U.S.  lona-term  rates 
have  moved  to  the  hiahest  level  in  more  than  40 
years  and  most  of  the  EEC  countries  were  experi- 
encing a  period  of  relatively  low  economic 
growth,  has  this  differential  narrowed.   Even 
nowr  however,  long-term  rates  in  Europe  remain 
signi  f  iCc-ntly  hiaher  than  those  prevailing  in  the 
United  States.   Hov'  hiah  U.S.  rates  would  have  to 
go  in  order  to  draw  funds  out  of  Europe  in  the 
required  volume  is  impossible  to  determine. 

It  is  quite  clear,  however,  that  such  action 
could  not  be  taken  without  damagina  impact  on 
other  areas  of  the  world.   The  Adjustment  Process 
Report  of  Working  Party  3  (see  Chapter  I)  takes 
specific  note  of  this  problem.   It  recoanizes 
that  the  policies  of  advanced  countries  powerfully 
affect  other  countries  and  urges  that  in  formulat- 
ing adjustment  policies,  consideration  be  given  to 
the  interests  of  the  international  community  as  a 
v;hole.   How  could  the  United  States  estaJjlish 
monetary  conditions  v/hich  v;ould  induce  large-scale 
flows  of  funds  from  Europe  to  the  United  States 
without  also  affecting  the  availabildtv  of  capital 
to  developing  countries  and  other  nations  such  as 
the  United  Kingdom,  Canada  and  Japan  for  whom 
international  flows  have  been  important? 

Long-term  interest  rates  in  the  United  States 
could  not  be  driven  to  the  extraordinarily  high 
levels  which  v.'ould  be  reauired  and  maintained 
there  v/ithout  causing  short-term  rates  to  rise  as 
well.   Short-term  bankina  funds  could  easily  move 
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in  such  volume  as  to  inperil  the  reserves  of  vul- 
nerable countries  and  perhaps  even  endanger  the 
liquidity  of  foreiqn  financial  institutions  and 
lead  to  an  escalation  of  interest  rates  everyv.'here . 
Moreover,  the  maintenance  of  such  rates  v;ould  not 
be  compatible  vj.th  balanced  economic  growth  in  the 
United  States  itself  or  in  Furone .   A  slowdown  in 
economic  growth  in  the  United  States  and  Europe 
has  an  impact,  in  turn,  on  growth  rates  elsewhere. 
For  these  reasons,  it  is  desirable  that  the 
needed  narrov/ing  in  interest  rate  differentials 
be  brought  about  more  through  reductions  in 
prevailing  rates  within  Furooe  than  by  increased 
rates  in  the  United  States. 

The  extent  to  which  the  structural  readjustment 
in  payments  positions  can  be  brought  about  by  the 
developm.ent  of  a  large-scale  net  outflow  of  long- 
term  capital  from  the  EEC  countries  will,  therefore, 
depend  largely  on  what  the  EEC  countries  themselves 
can  and  will  be  prepared  to  do.   Some  of  them,  are 
making  vigorous  efforts  to  strenatlien  and  im.prove 
their  capital  markets.   others  are  seeking  to 
strengthen  the  role  of  fiscal  policv  in  managing 
the  level  of  internal  demand.   Honefully  more 
progress  will  be  made  along  these  lines. 

Nevertheless,  the  prospects  for  rapid  reduction 
in  interest  rates  or  the  earlv  elimination  of 
remaining  barriers  to  foreian  borrowing  in  the  FFC 
countries  do  not  seem  particularlv  bright.   Budgetary 
problems  appear  to  be  blockina  substantial  increases 
in  the  volume  of  governmental  assistance  to  develop- 
ing nations.   Conseauently ,  it  seems  unlikely  that 
the  EEC  countries  v;ill  soon  achieve  the  level  of 
net  long-term  capital  outflow  which  vrould  be 
necessary  to  offset  a  current  account  surplus  of 
the  magnitude  novr  in  prospect. 
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E .   Of f se tting  the  Ba lance  of  Payments  Impacts  of 
Military  Expenditures 

A  major  contribution  to  short-term  payments 
equilibrium  v;ould  be  achieved  if  strona  countries 
in  both  Europe  and  Asia  vrith  which  the  United 
States  is  allied  in  a  common  defense  undertaking 
vere  prepared  to  enter  into  special  arrangements 
to  compensate  for  the  balance  of  payments  impact 
of  U.  S.  military  expenditures  in  these  countries. 
If  military  strategy  recfuiros  that  the  forces  of 
one  country  be  stationed  on  the  territory  of 
another  to  provide  for  the  common  defense ,  the 
country  furnishing  the  military  forces  ought  not 
to  be  expected,  in  addition  to  assumina  the  budgetarv 
burden,  to  meet  the  foreian  exchange  costs.   Nor 
are  countries  in  which  forces  are  stationed  entitled 
to  economic  advantage  from  this  fact  alone. 

There  are  various  methods  bv  which  the  balance 
of  pavments  impact  of  such  militarv  expenditures 
can  be  counterbalanced.   The  most  important  and 
desirable  long-run  method  is  for  other  item.s  in 
recipient  countries'  balance  of  payments  accounts, 
such  as  trade  or  private  capital  flov;s,  to  adjust. 
And  to  some  extent,  the  countrv  receiving  the 
balance  of  payments  advantage  can  make  military 
purchases  in  the  country  suffering  the  disadvantage. 
Another  possibility  is  for  the  beneficiary  nation 
to  make  long-term  official  investment  in  the 
other  country.   Approaches  such  as  these  can  be 
either  bilateral  or  multilateral.   Conceptually, 
there  are  substantial  advantages  in  the  multilateral 
approach  in  a  multilateral  world.   Since  these 
various  techniques  are  within  the  power  of  govern- 
ments, offsetting  the  balance  of  Toavm.ents  impacts  of 
military  expenditures  would  appear  to  be  a  question 
of  political  willingness. 
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F .   Adjustment  through  Changes  in  the  Private 
Current  Accoun t 

There  remains  the  question  of  adjustment 
through  other  private  current  account  transactions. 
One  obvious  means  by  which  adjustment  in  the  cur- 
rent account  could  be  fostered  would  be  for  the 
United  FItates  to  continue  to  improve  its  competi- 
tive position  by  maintaining  a  better  cost  and 
price  stability  than  surplus  countries.   The 
surplus  countries  cannot  and  should  not  be  expected 
deliberately  to  overexpand  the  level  of  demand 
in  their  economies  to  the  point  where  unacceptable 
inflation  occurs.   It  is  a  sijie  qua  non  for  the 
United  States  to  preserve  a  growing  economy  with 
stability  in  costs  and  prices  so  as  to  preserve 
and  strengthen  its  competitive  position  in  inter- 
national trade.   The  scope  for  adjustment  to  occur 
by  chanqcs  in  relative  competitive  positions  is 
therefore  rather  narrov/,  althouqh  it  is  certainly 
not  absent  altoaether.   At  a  minimum,  surplus 
countries  have  a  very  clear  responsibility  to 
achieve  their  growth  and  stabilization  objective 
v.'ithout  depending  upon  further  increases  in  their 
current  account  surpluses. 

The  current  account — and  particularly  the 
trade  account--is  subject  to  other  influences. 
For  example  EEC  and  other  countries  have  activelv 
used  export  rebates  and  import  taxes  (border  tax 
adjustments)  and  this  has  tended  to  increase 
trade  surpluses  even  of  countries  in  overall 
balance  of  pavments  surplus.   Such  adjustm.ents 
are  permitted  bv  the  GATT,  but  the  time  has  come 
to  reexamine  the  GATT  rules  and  their  relationship 
to  balance  of  payments  adjustment,  as  well  as  the 
practices  under  these  rules . 

In  current  circum.stances ,  there  is  also  room 
for  adjustment  through  the  reduction  or  elimination 
by  other  countries  of  tariffs  and  nontariff  bar- 
riers and  liberalization  of  government  procurement 
policies.   Such  actions  could  contribute  not  only 
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to  better  international  payments  balance  but  also 
to  the  preservation  of  price  stability  in  the  EEC 
countries  themselves.   Indeed,  the  Adjustment 
Process  Report  recommends  that,  "VTherevor  possible, 
it  is  desirable  that  adjustment  should  take  place 
through  the  relaxation  of  controls  and  restraints, 
over  international  trade  and  capital  movements  by 
surplus  countries,  rather  than  by  the  imposition 
of  new  restraints  by  deficit  countries". 


Sununary  of  Major  Presidential  Messages 
on  Balance  of  Payments 
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SUMMARY  OF  ACTIONS  BY  THE  DEPARTMENT  OF  DEFENSE 

TO  REDUCE  NET  FOREIGN  EXCHANGE  COSTS, 

1961  -  1967 


Introduction 

The  Department  of  Defense  has  long  recognized  that,  due 
to  the  size  of  U.  S.  defense  expenditures  entering  the  inter- 
national balance  of  payments  (IBP) ,  it  has  a  major  responsi- 
bility to  reduce  the  foreign  exchange  costs  associated  with 
defense  activities  to  the  minimum  consistent  with  the  require- 
ments of  national  security.   In  recent  years,  this  continuing 
concern  has  been  expressed  in  a  wide  range  of  Department  of 
Defense  programs  serving  to  hold  down  and,  where  feasible,  to 
reduce  defense  IBP  costs  and  to  increase  receipts.   These  pro- 
grams have  been  re-emphasized  and  expanded  during  the  past 
two  years  as  the  intensification  of  hostilities  in  Southeast 
Asia  (SEA)  sharply  raised  foreign  exchange  costs.  As  part 
of  this  renewed  effort,  the  Secretary  of  Defense  in  April  1967 
re-emphasized  the  need  to  continue  concentrated  attention  on 
the  Department  of  Defense  balance  of  payments  program,  and 
outlined  more  than  20  separate  actions  or  studies  relating  to 
various  facets  of  the  program. 

The  primary  function  of  the  Department  of  Defense  is  to 
provide  for  the  security  of  the  United  States.   Therefore, 
balance-of-payments  considerations  cannot  be  overriding,  or 
indeed,  examined  independent  of  requirements  stemming  from 
our  national  security  objectives,  including  fulfillment  of 
our  commitments  to  help  provide  for  the  security  of  other 
nations.   The  Department  of  Defense  balance-of-payments  pro- 
gram has  been  developed  and  is  being  carried  out  vinder  two 
general  guidelines:   first,  essential  combat  capability  must 
be  maintained  and  second,  expenditure  reductions  must  be 
achieved  without  creating  undue  hardship  for  U.  S.  military 
and  civilian  personnel  and  their  families. 

The  following  table  summarizes  balance-of-payments  data 
relating  to  U.  S.  defense  activities: 
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U.  S.  DEFENSE  EXPENDITURES  AND  RECEIPTS 
ENTERING  THE  INTERNATIONAL  BALANCE  OF  PAYMENTS 
FY  1961  -  1967  1/  2/ 


($  billions) 
1961  1962  1963  1964  1965  1966  1967 


EXPENDITURES 


U.  S,  Forces  and 

Their  Support  $2.5  $2.5  $2.5  $2.6  $2.5  $3.1  $3.9 

Military  Assistance      .3  .2  .3  .2  .2  .2  .1 

Other  (AEC,  etc.)  ,_3  ^2  *!  li  li  ii  t!_ 

TOTAL  $3.1  $3.0  $3.1  $2.9  $2.8  $3.4  $4.1 

RECEIPTS                -.3  -.9  -1.4  -1.2  -1.3  -1.2  -1.8 

NET  ADVERSE  BALANCE  $2.8  $2.1  $1.7  $1.7  $1.5  $2.2  $2.3 

Increase  in  SEA- 
related  Exp.  over 

FY  1961  $  -  $  *  $  .1  $  .1  $  .2  $  .7  $1.5 


1/     The  data  reflected  in  this  table  are  on  a  gross  basis.   They 
do  not  reflect  so-called  feedback  effects,  e.g. ,  as  U.  S. 
military  expenditures  increase  in  a  foreign  country,  that 
country  will  in  turn  be  in  a  position  through  these  increased 
earnings  to  increase  its  imports  from  'the  U.  S.  directly  or 
through  third  countries.   Expenditure  data  also  include  ex- 
penditures in  foreign  currencies  purchased  from  U.  S.  Treasury. 
In  FY  1967,  these  expenditures  were  approximately  $200  million, 
of  which  $26  million  were  in  excess  or  near-excess  currencies. 

2/     Details  may  not  add  due  to  rounding. 
*   Less  than  $50  million. 
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Between  FY  1961  and  FY  1965,  the  net  adverse  balance  on 
the  defense  account  was  reduced  from  about  $2.8  billion  to 
less  than  $1.5  billion.   This  reduction  was  achieved  through 
(1)  a  substantial  rise  in  receipts  from  sales  of  U.  S.  mili- 
tary goods  and  services  to  foreign  countries,  (2)  a  reduction 
in  overseas  uranium  purchases  of  more  than  $200  million,  and 
(3)  a  successful  effort  to  hold  down  Department  of  Defense 
expenditures  in  the  face  of  (a)  rapidly  increasing  foreign 
wages  and  prices,  (b)  increases  in  pay  and  allowances  for  U.  S. 
military  personnel  (16%  between  FY  1961  and  FY  1965) ,  and  (c) 
considering  SEA  related  increases,  a  net  increase  in  U,  S, 
military  personnel  deployed  in  foreign  countries. 

Between  1961  and  1966  over-all  wages  in  France  rose  by 
417.,  in  Germany  by  52%  and  in  Japan  by  617.;  during  the  same 
period  wages  increased  in  the  U.  S.  by  only  20%.   Similarly, 
the  cost  of  living  rose  in  France  by  19%,  in  Germany  by  16%, 
and  in  Japan  by  34%  from  1961  to  1966  —  but  in  the  U.  S.  by 
only  97..  Average  annual  wages  --  including  social  security 
benefits  under  local  law  and  other  related  costs  —  paid  for- 
eign nationals  on  Department  of  Defense  rolls  also  have  in- 
creased markedly  during  the  last  six  years.   For  example,  from 
FY  1961  through  FY  1966  average  foreign  national  wage  costs  to 
the  Department  of  Defense  increased  in  France,  Germany,  and 
Japan  by  approximately  50%,  While  relative  increases  in  prices 
and  wages  can  have  an  eventual  favorable  impact  on  the  U.  S. 
competitive  position  in  foreign  markets  and  hence  on  the  U.  S. 
balance-of -payments  position,  for  the  Department  of  Defense 
they  simply  increase  the  cost  of  maintaining  our  defense  posture 
overseas.   (In  Western  Europe  alone,  it  is  conservatively  esti- 
mated that  such  price  and  wage  increases  serve  to  increase 
Department  of  Defense  foreign  exchange  expenditures  by  over 
$40  million  annually.) 

In  FY  1966  and  FY  1967,  as  a  result  almost  entirely  of 
the  U.  S.  effort  in  SEA,  Department  of  Defense  expenditures 
rose  markedly.   Between  end  FY  1965  and  end  FY  1967,  about 
452,000  additional  U.  S.  military  personnel  were  deployed  in 
SEA  countries.  During  the  same  period  total  military  strength 
in  all  foreign  countries,  including  SEA,  increased  by  about 
434,000,  Hence,  in  areas  outside  of  SEA,  there  was  a  net  reduc- 
tion of  approximately  18,000  military  personnel. 
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Concurrent  with  the  substantial  increase  in  U.  S.  military 
strength  in  SEA,  there  was  a  substantial  increase  in  logistical 
support  requirements  for  military  operations  in  South  Vietnam. 
The  extensive  construction  program  included  deep  water  ports, 
logistic  depots  and  airfields.   The  supplies  and  equipment 
needed  in  Vietnam  include  more  than  one  million  different  items. 
This  reorientation  and  tremendous  expansion  of  effort  in  SEA 
is  shown  in  the  following  table  which  highlights  shifts  in 
military  IBP  expenditures  by  major  geographic  area: 

U.  S.  DEFENSE  IBP  EXPENDITURES  BY  MAJOR  AREA 
FY  1961  -  1967 

(billions  of  dollars) 


Fiscal  Year 

Western 
Europe 

Asian 
Countries^./ 

Canada 

Other 

World- 
widel/ 

1961 

$1.6 

$  .6 

$.4 

$ 

.5 

$3.1 

1962 

1.6 

.6 

.3 

.5 

3.0 

1963 

1.6 

.6 

.3 

.5 

3.1 

1964 

1.5 

.6 

.3 

.5 

2.9 

1965 

1.4 

.7 

.2 

.5 

2.8 

1966 

1.5 

1.1 

.2 

.6 

3.4 

1967 

1.5 

1.7 

.2 

.6 

4.1 

U  Japan,  Philippine  Islands,  Republic  of  China,  Ryukyu  Islands, 
South  Vietnam  and  Thailand.   These  data  should  not  be 
equated  with  increases  in  SEA-related  expenditures  over 
1961,  shown  in  the  table  on  page  2,  or  with  "costs  of  the 
war"  since  there  have  been  increased  expenditures  in 
other  geographic  areas  resulting  either  directly  or 
indirectly  from  the  Vietnam  conflict.   Other  adjustments 
also  are  required  to  derive  estimated  SEA-related  "war 
costs." 


IJ      Details  may  not  add  due  to  rounding. 
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Although  there  was  a  marked  net  increase  In  Department 
of  Defense  IBP  expenditures  in  FY  1966  and  FY  1967,  this  net 
increase  would  have  been  significantly  higher  had  it  not  been 
for  the  Department  of  Defense  balance-of -payments  policies 
already  in  effect  at  the  time  hostilities  were  intensified 
and  the  new  measures  which  have  been  undertaken  since  that 
time. 

Reductions  in  Expenditures  by  U.  S.  Military.  Civilian  and 
Dependent  Personnel  Overseas 

The  Department  of  Defense  balance -of -pajnnents  program 
relating  to  reductions  in  foreign  exchange  expenditures  by 
U.  S.  personnel  has  three  main  focal  points:   first,  a  strenu- 
ous effort  to  review  requirements  for  U.  S,  military  and  civil- 
ian personnel  in  foreign  countries,  with  a  view  to  reducing 
these  requirements  where  feasible;  second,  continuing  stress 
on  voluntary  actions  by  individuals  to  reduce  personal  spending 
on  the  local  economy;  and  third,  efforts  to  hold  down  IBP  ex- 
penditures related  to  nonappropriated  fund  activities. 

a.  Military  Strength  Levels  in  Foreign  Covmtries 

Special  procedures  governing  U.  S.  military  strength 
in  foreign  countries  have  been  developed  during  the  past  several 
years.   These  procedures,  which  supplement  normal  manpower  re- 
quirements reviews,  reflect  the  continuing  Department  of  Defense 
effort  to  assure  the  assignment  and  continued  deployment  of 
military  personnel  in  foreign  coxintries  at  the  minimum  levels 
necessary  to  meet  military  requirements.   Under  these  procedures, 
an  over-all  end  fiscal  year  ceiling  on  military  strength  in 
foreign  countries  is  established  for  each  military  department. 
In  certain  cases  there  are  additional  subsidiary  country  and/or 
area  ceilings. 

Since  1963,  although  there  has  been  an  over-all  net  increase 
in  U.  S,  military  strength  in  foreign  countries,  there  also 
have  been  a  substantial  number  of  actions  which  served  to  reduce 
such  requirements  for  military  personnel  without  detriment  to 
U.  S.  national  security  objectives  and  with  beneficial  balance- 
of  -payments  effects.  Some  of  these  actions  are  as  follows: 
In  FY  1964.  three  U.  S.  air  defense  units  in  Spain  were  phased 
out;  SAC  Reflex  B-47  operations  were  consolidated  in  Europe 
(and  later  the  B-47's  were  redeployed  from  Europe)  and  U.  S. 
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personnel  requirements  in  U.S.  military  headquarters  in  for- 
eign countries  were  reduced  by  15%  below  end  FY  1963  levels. 
(These  actions  served  to  reduce  military  strength  requirements 
in  foreign  countries  by  about  6,500.)   In  FY  1965.  the  Army's 
Line  of  Communication  (LOC)  in  France  was  reorganized  and  three 
U.S.  interceptor  squadrons  and  a  C-124  transport  squadron  were 
withdrawn  from  Japan  to  the  U.S.   (On  completion  of  these  ac- 
tions, military  strength  requirements  in  foreign  countries  had 
been  reduced  by  more  than  7,000  spaces.)   In  FY  1966  and  FY  1967, 
over  20  overseas  activities  were  consolidated,  reduced  or  dis- 
continued with  a  savings  of  about  8,000  military  spaces.   In 
FY  1967,  also,  there  was  a  gross  reduction  in  U.S.  military 
manpower  requirements  in  Europe  of  about  18,000  U.S.  military 
and  civilian  personnel  resulting  from  the  U.S.  relocation 
from  France.   These  reductions  stemmed  in  i>art  from  special 
Department  of  Defense  manpower  revalidation  procedures  associated 
with  the  relocation. 

Certain  of  the  earlier  actions  outlined  above,  and  others, 
served  to  reduce  U.S.  military  strength  in  Western  Europe  by 
approximately  51,000  between  March  1962  (the  peak  of  the  Berlin 
Buildup)  and  March  1965.   Between  March  1965  and  March  1967, 
there  was  a  further  net  reduction  of  approximately  16,000  U.S. 
military  personnel  in  Western  Europe. 

b.  Expenditures  by  Individuals 

A  continuing  effort  is  made  by  the  Department  of 
Defense  to  encourage  participation  by  its  personnel  stationed 
in  foreign  countries  in  voluntary  programs  designed  to  channel 
available  disposable  income  back  to  the  U.S.   These  programs 
were  initiated  by  the  Department  of  Defense  early  in  1961. 
As  applied  to  individuals,  these  programs  emphasize  and  en- 
courage voluntary  actions  to  reduce  spending  on  the  local 
economy,  to  increase  use  of  payroll  allotments  and  other  volun- 
tary savings  programs  and  to  increase  spending  in  U.S.  controlled 
facilities,  including  use  of  U.S.  operated  recreation  areas. 

In  1966  and  1967,  existing  programs  relating  to  voluntary 
reductions  in  personal  spending  by  Department  of  Defense  per- 
sonnel stationed  in  foreign  countries  were  intensified  and  new 
programs  were  initiated.   Disbursement  procedures  were  modified 
to  make  it  easier  for  servicemen  to  leave  their  pay  "on  the 
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books."  Regulations  were  amended  to  permit  servicemen  to  in- 
crease the  size  of  their  allotments  sent  home.   In  addition, 
the  Uniformed  Services  Savings  Deposit  Program  was  enacted. 
The  law  and  accompanying  Executive  Order  revitalized  the  old 
Soldiers,  Sailors  and  Airmen's  Deposit  Program.   Participation 
in  the  program  is  limited  to  military  personnel  on  active  duty 
in  a  foreign  area.  Amounts  deposited  under  the  program  earn 
interest  at  the  rate  of  107,  per  annum,  compounded  quarterly 
and  interest  is  paid  on  deposits  up  to  a  maximum  of  $10,000 
while  the  depositor  is  on  a  duty  assignment  for  more  than 
90  days  outside  the  U.  S.  or  its  possessions  or  Puerto  Rico. 
Any  part  of  unallotted  current  pay  and  allowances  (in  multiples 
of  $5),  including  a  re-enlistment  bonus  paid  in  a  foreign  coun- 
try, may  be  deposited. 

Against  the  background  of  the  actions  outlined  above,  the 
Department  of  Defense  undertook  in  August  1966  a  concerted  effort 
to  encourage  greater  participation  by  all  its  members  in  foreign 
countries  in  the  voluntary  balance-of-payments  program.   The 
Directorate  for  Armed  Forces  Information  and  Education  is  pro- 
ducing and  distributing  materials  supporting  these  personal 
savings  programs,  including  Bulletins  for  Commanders,  a  special 
Fact  Sheet  for  Servicemen,  a  special  film  and  radio  and  tele- 
vision and  press  material.  In  November  1966,  277,000  copies 
of  a  special  Fact  Sheet  entitled  "Your  Personal  Savings  Program" 
were  issued.  Later  in  the  year  about  300  copies  of  a  10-minute 
film  entitled  "Gold  and  You"  were  distributed  for  showing  to 
Department  of  Defense  personnel.   This  film  explains  the  U,  S, 
balance-of-payments  program,  outlines  ways  and  means  of  achiev- 
ing reductions  in  IBP  spending  by  U.  S.  personnel,  and  empha- 
sizes the  revitalized  Uniformed  Services  Savings  Deposit  Pro- 
gram as  an  attractive  avenue  of  saving.   In  this  respect,  as 
of  September  30,  1967,  there  was  $183.5  million  in  gross 
deposits  in  the  program,   (It  is  recognized  that  these  deposits 
--  as  in  the  case  of  savings  associated  with  similar  programs  — 
cannot  be  equated  directly  with  equivalent  net  IBP  savings  since 
some  portion  of  the  new  deposits  are  made  in  place  of  other  form: 
of  savings  or  expenditures  which  would  not  enter  the  interna- 
tional balance  of  payments.) 


287-837  O  -  68  -  15 
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Currently,  the  Office  of  the  Secretary  of  Defense  and 
the  military  departments  are  taking  additional  steps  to  provide 
more  comprehensive  orientation  on  the  U.  S.  IBP  problem  to 
Department  of  Defense  personnel  prior  to  their  assignment  over- 
seas . 

In  South  Vietnam,  the  efforts  to  encourage  voluntary  reduc- 
tions in  personal  spending  serve  also  as  a  significant  part  of 
the  over-all  effort  to  reduce  inflationary  pressures  in  the 
local  economy.  Additional  measures  in  South  Vietnam  include 
a  special  piaster  budget  for  spending  by  U.S.  agencies  in  that 
countiry,  the  use  of  military  payment  certificates  and  a  pro- 
hibition on  the  use  of  regular  American  currency  in  the  country 
as  part  of  the  effort  to  eliminate  unauthorized  currency  trans- 
actions.  In  this  respect,  the  rest  and  recuperation  (R&R) 
program  recently  established  in  Hawaii  for  military  personnel 
serving  in  South  Vietnam  also  serves  to  hold  down  the  foreign 
exchange  cost  resulting  from  R&R  leaves  outside  U.S.  dollar 
areas.   On  the  basis  of  an  average  expenditure  of  about  $265 
per  man  on  R&R  in  foreign  countries,  use  of  Hawaii  as  an  R&R 
site  is  estimated  to  result  in  foreign  exchange  savings  of 
about  $20-$25  million  in  FY  1968. 

c.   Nonappropriated  Fund  Activities 

It  is  the  policy  of  the  Department  of  Defense  to 
promote  the  sale  of  U.S.  items  in  overseas  nonappropriated 
fund  activities.  Military  exchanges  and  other  nonappropriated 
fund  activities  in  foreign  countries  have  been  directed  to  take 
whatever  steps  are  possible,  within  the  limits  of  sound  business 
practice,  to  stock  merchandise  of  U.S.  origin  to  the  greatest 
practicable  extent.  At  the  same  time,  it  is  recognized  that 
there  is  a  demand  for  foreign  merchandise  by  U.S.  personnel 
stationed  in  foreign  countries  and  that  a  more  favorable  effect 
on  the  U.S.  balance  of  payments  will  result  if  such  goods  are 
purchased  through  U.S .-operated  nonappropriated  fund  resale 
activities  than  procured  directly  on  the  local  economy  or  from 
other  foreign  outlets.  Accordingly,  nonappropriated  fund  resale 
activities  in  foreign  countries  are  authorized  to  procure  for 
resale  foreign-made  goods  available  in  the  local  market,  subject 
to  certain  restrictions.  Among  these  restrictions  is  the  require 
ment  that  the  price  of  foreign  items  sold  in  overseas  exchanges 


-  9  - 

and  other  retail  outlets  must  be  at  least  as  high  as  the  selling 
price  prevailing  on  the  local  economy.   This  pricing  policy  in 
effect  permits  a  lower  markup  and  more  attractive  prices  on 
U.  S.  goods  because  of  the  additional  profit  from  sales  of  for- 
eign items,  thus  stimulating  demand  for  U.  S.  products. 

The  Department  of  Defense  also  has  expanded  the  use  of 
catalogues  to  emphasize  the  availability  of  U.  S.  merchandise. 
In  the  fall  of  1966,  the  Navy  Ship  Store  Office  distributed 
25,000  U,  S.  commercial  catalogues  specially  printed  for  the 
Navy  to  all  overseas  exchanges  and  to  some  50  ships  located 
outside  the  U,  S.   The  Army  and  Air  Force  Exchange  System  also 
has  established  a  "mail  a  gift"  service  for  U,  S.-made  items 
which  can  be  delivered  in  the  U.  S.   In  July  1967,  the  Military 
Departments  were  requested  to  review  the  sale  of  foreign  mer- 
chandise directly  or  through  concessionaires,  by  the  various 
clubs,  messes  and  sundry  funds  and  curtail  such  sales  by  elimi- 
nating items,  restoring  to  the  military  exchanges  the  responsi- 
bility for  the  sale  of  those  items  normally  sold  through  that 
channel  and  by  minimizing  the  presence  of  display  type  conces- 
sionaires. 

In  July  1967,  new  procedures  were  approved  governing  over- 
seas exchange  procurements  based  on  a  percentage  of  foreign 
merchandise  procurement  expenditures  to  total  exchange  sales, 
including  Vietnam  --  27-1/27.  for  July-December  1967  and  25% 
for  January- June  1968  —  and  a  concurrent  re-emphasis  on  U.  S. 
merchandise  sales.   This  action  was  designed  to  halt  and  reverse 
the  increase  in  the  proportion  of  foreign  procurement  expendi- 
tures to  total  sales  experienced  in  the  July-December  1966 
period  in  SEA  and  concurrently,  to  increase  emphasis  on  better 
stockage  of  U,  S.  merchandise  and  to  assure  the  highest  priority 
for  purchase,  promotion  and  sale  of  U.  S.  manufactured  items. 
This  program  is  being  monitored  closely  in  order  to  assure  that 
there  is  no  shift  by  Department  of  Defense  personnel  from  pur- 
chasing in  the  exchanges  to  purchasing  foreign  items  on  the 
local  economy.  Early  in  August  1967,  the  Military  Departments 
also  were  requested  to  conduct  a  thorough  review  of  items  stocked 
for  resale  in  exchanges  to  ensure  in-stock  positions  of  U.  S. 
manufactured  goods  in  demand  and  to  substitute  comparable  U.  S. 
manufactured  items  for  foreign  goods  wherever  feasible. 
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This  continuing  stress  on  foreign  exchange  economies  in 
the  nonappropriated  fund  area  rests  on  a  base  of  actions  taken 
during  the  FY  1961  -  FY  1966  period.   In  FY  1960,  the  overseas 
military  exchanges  spent  about  $150  million  for  the  purchase 
of  foreign  merchandise  and  total  exchange  sales  were  slightly 
less  than  $500  million.   In  FY  1966,  expenditures  for  foreign 
merchandise  were  slightly  less  than  the  FY  1960  level,  but 
total  exchange  sales  had  risen  to  slightly  more  than  $700  mil- 
lion, or  a  $200  million  increase  over  FY  1960.  The  nonappro- 
priated fund  activities  have  provided,  and  provide  today, 
perhaps  the  single  most  significant  avenue  through  which  U.  S. 
military  and  civilian  personnel  and  their  dependents  in  foreign 
countries  "return"  dollars  to  the  United  States. 

Actions  Relating  to  Foreign  Nationals 

The  Department  of  Defense  has  made  strenuous  efforts  to 
hold  employment  of  foreign  nationals  to  minimum  essential  levels. 
Major  emphasis  on  reducing  employment  of  foreign  nationals  was 
initiated  in  July  1963  with  some  actions  to  be  effective  by  end 
FY  1964  and  additional  actions  scheduled  by  end  FY  1965.   The 
results  of  the  FY  1964-1965  program  are  reflected  in  the  follow- 
ing table,  which  also  reflects  FY  1966-1967  SEA  related  increases: 

FOREIGN  NATIONAL  STRENGTH  AND  DOD  IBP  EXPENDITURES 

FY  1961  -  1967 

Foreign 


Fiscal  Year 

National 
Strength 
(March  31  Data) 

DOD  IBP 
Expenditures 
($  Millions) 

1961 
1962 

243,100 
242,800 

$370 
400 

1963 
1964 

240,000 
223,300 

440 
425 

1965 
1966 

198,200 
203,800 

410 
440 

1967 


261,100 


530 
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Between  FY  1963  and  FY  1965,  there  was  an  over-all  net 
reduction  of  close  to  42,000  foreign  nationals  employed  on 
Department  of  Defense  rolls  and  a  concurrent  decrease  in  IBP 
expenditures  for  foreign  nationals  of  about  $30  million,  in 
spite  of  some  upward  pressure  in  this  area  already  being  ex- 
perienced as  a  result  of  the  conflict  in  SEA,   (During  this 
period  Department  of  Defense  U.  S,  civilian  strength  in  for- 
eign countries  remained  relatively  stable.)   But  the  savings 
shown  do  not  fully  reflect  the  actions  taken,  in  as  much  as 
foreign  national  wage  costs  were  steadily  rising  during  the 
period.   If  the  FY  1963-1965  reductions  had  not  been  made, 
and  if  SEA  foreign  national  employment  increases  had  been 
added  to  the  FY  1963  employment  level,  total  foreign  national 
expenditures  in  FY  1966  could  have  been  well  above  $500  million, 
and  in  FY  1967  well  above  $600  million,  instead  of  at  the  levels 
reported. 

The  increase  in  foreign  national  emplojnment  during  the 
last  two  fiscal  years  is  attributable  almost  entirely  to  SEA 
requirements.   From  March  1965  to  March  1967,  foreign  national 
employment  in  Vietnam  alone  increased  by  about  47,000,  while 
for  the  same  period  the  number  of  foreign  nationals  in  Western 
Europe  declined  by  an  additional  4,000.   (Between  March  1961 
and  March  1967,  there  was  a  net  reduction  of  approximately 
28,000  foreign  nationals  in  Western  Europe.) 

Expenditures  for  Materials,  Supplies  and  Services  and  Major 
Equipment 

Department  of  Defense  policies  place  primary  emphasis  on 
use  of  U.  S.  materials  and  supplies  in  support  of  U.  S.  defense 
activities.   Efforts  to  restrain  IBP  expenditures  for  materials, 
supplies  and  equipment  can  be  related  initially  to  a  Presidential 
directive  in  November  1960  calling  for  reductions  in  Department 
of  Defense  procurement  abroad  during  CY  1961, 

Beginning  in  January  1961,  Department  of  Defense  purchases 
(excluding  Military  Assistance  Program  (MAP) ,  nonappropriated 
fund  procurements  and  POL)  normally  were  "returned"  to  the  U.  S. 
when  costs  of  U.  S.  supplies  and  services  (including  transporta- 
tion and  handling)  for  use  outside  the  U.  S.  did  not  exceed  the 
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cost  of  foreign  supplies  and  services  by  more  than  25%.   In 
niid-1962  the  standard  25%  differential  was  increased  to  50%, 
and  on  a  case-by-case  basis  could  exceed  50%.  These  policies, 
which  are  continually  re -emphasized,  remain  in  effect  today. 
Hence,  in  cases  where  the  U.S.  versus  foreign  procurement 
source  is  to  be  determined  on  price  differential  grounds,  a 
50%  premium  in  favor  of  U.S.  end  products  or  services  is 
acceptable  automatically  and  cases  over  $10,000  where  the 
price  differential  is  over  50%  continue  to  be  forwarded  to 
the  Deputy  Secretary  or  the  Secretary  of  Defense  for  procure- 
ment source  determination.   From  CY  1961  through  FY  1967, 
about  $340  million  in  procurements  had  been  diverted  from 
foreign  products  to  U.S.  products  or  services  under  this 
program,  at  an  additional  budgetary  cost  of  about  $75  million, 
or  about  22%. 

Similarly,  for  Department  of  Defense  procurements  of  goods 
and  services  for  use  in  the  U.S.,  case-by-case  review  proce- 
dures using  the  50%  differential  as  a  "bench  mark"  were  initiated 
in  July  1962.   The  50%  differential  was  subsequently  formalized 
as  a  part  of  Department  of  Defense  procurement  regulations  with 
a  clear  statement  that  this  policy  would  be  kept  in  force  only 
as  long  as  is  required  by  the  U.S.  balance -of -payments  situa- 
tion.  From  FY  1963  through  FY  1967,  based  only  on  cases  where 
foreign  source  bids  were  received,  approximately  $13  million 
in  procurements  which  normally  would  have  been  foreign  were 
returned  to  U.S.  sources  at  an  additional  budgetary  cost  of 
approximately  $4  million,  or  about  31%. 

With  respect  to  purchases  of  POL,  in  FY  1967  the  Depart- 
ment of  Defense  returned  to  the  U.S.  somewhat  over  $100  million 
of  the  approximately  $570  million  which  normally  would  have 
been  earmarked  for  overseas  procurement;  thus,  about  20%  of 
Department  of  Defense  overseas  procurement  requirements  in  FY  1967 
were  purchased  in  the  U.S.  Additional  returns  have  been  determined 
to  be  infeasible,  principally  on  economic  grounds,  e.g. .  the 
additional  budgetary  cost  involved  would  greatly  exceed  any 
benefits  in  foreign  exchange  savings . 

Emphasis  on  reducing  Department  of  Defense  expenditures 
overseas  for  material,  supplies  and  services  is  continuing. 
The  Secretary  of  Defense  in  July  1967  approved  a  recommendation 
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to  establish  as  a  FY  1968  objective  a  reduction  in  IBP  expendi- 
tures for  subsistence  in  foreign  coxintries  below  FY  1967  expendi- 
tures, which  were  about  $100  million,  under  specific  guidelines. 
Similarly,  in  mid- July  1967,  the  Deputy  Secretary  of  Defense 
confirmed  the  use  of  more  stringent  criteria  governing  the 
selection  of  foreign  research  and  development  projects.  The 
Director,  Defense  Research  and  Engineering  also  has  directed 
that  a  semiannual  review  of  all  foreign  projects  be  made  to 
ensure  full  compliance  with  these  criteria. 

Reductions  in  Expenditures  for  Construction  and  Operation  of 
Overseas  Facilities 

Department  of  Defense  efforts  to  reduce  expenditures  relat- 
ing to  the  construction  and  operation  of  facilities  in  foreign 
countries  have  two  principal  focal  points.  First,  the  Depart- 
ment of  Defense  has  attempted  to  operate  required  facilities 
at  minimiim  costs  under  groundrules  which  in  part  require  that 
maintenance  and  repair  of  real  property  be  conducted  at  levels 
sufficient  only  to  ensure  continuity  of  operations  and  to  pre- 
clude uneconomical  costs  due  to  excessive  deterioration.  As 
part  of  this  effort,  there  are  continuous  reviews  to  seek  out 
areas  where  base  closures  or  consolidation  of  activities  can 
be  achieved  without  detriment  to  national  security  objectives 
and  with  savings  in  budgetary  and  IBP  costs.   Second,  the 
Department  of  Defense  has  eliminated  or  deferred  all  construc- 
tion not  essential  to  military  needs  and  attempted  to  reduce 
the  foreign  exchange  costs  of  essential  construction  even  where 
additional  budgetary  costs  are  required. 

Proposed  cons tr\ict ion  programs  in  foreign  countries  are 
subject  to  special  reviews  as  to  essentiality,  and  those  which 
are  approved  are  designed,  where  permitted  by  the  applicable 
country- to-covintry  agreements,  so  as  to  reduce  foreign  exchange 
costs  to  a  minimum.   Under  specially  developed  construction 
procedures,  the  Department  of  Defense  is  emphasizing  the  use 
of:   (1)  U.  S.  procured  materials,  (2)  U.  S.  Government  fur- 
nished materials  and  equipment,  (3)  U.  S.  flag  carriers, 

(4)  prefabricated  buildings  manufactured  in  the  U,  S,,  and 

(5)  competent  troop  labor.  It  is  recognized  that  these  con- 
struction procedures  may  result  in  increased  budgetary  costs; 
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however,  extra  budgetary  costs  generally  are  considered  accepta- 
ble provided  the  added  cost  over  normal  construction  methods 
does  not  exceed  30%  of  the  amount  of  reduction  achieved  in  IBP 
costs.   These  special  procedures  also  may  be  acceptable  as 
approved  on  a  case-by-case  basis  even  though  premium  costs  may 
exceed  30%. 

In  view  of  the  magnitude  of  the  construction  program  in 
SEA,  particularly  in  Vietnam,  an  extraordinary  effort  has  been 
made  to  reduce  the  IBP  impact  of  the  program.   The  results  of 
this  effort  can  be  stated  very  simply.   Of  the  over  $1.4  billion 
in  approved  and  funded  construction  for  South  Vietnam,  almost 
$1  billion  had  been  expended  through  June  30,  1967.   But,  only 
about  $230  million,  or  approximately  25%,  of  these  expenditures 
were  foreign  exchange  costs.   This  achievement  also  must  be 
considered  in  the  light  of  the  extreme  urgency  under  which  much 
of  the  construction  work  has  been  accomplished. 

The  emphasis  to  restrict  overseas  construction  projects 
to  those  necessary  to  meet  national  security  objectives  con- 
tinues also  in  other  geographic  areas.  As  a  result  of  a  study 
called  for  in  April  1967,  the  Secretary  of  Defense  subsequently 
approved  an  action  to  hold  IBP  expenditures  for  military  con- 
struction, including  NATO  Infrastructure,  but  excluding  expendi- 
tures for  construction  in  Vietnam,  to  $270  million  in  FY  1968. 

Military  Assistance  Program 

Military  assistance  IBP  expenditures  generally  are  reflected 
in  three  separate  areas:   offshore  procurement,  NATO  Infra- 
structure and  all  other  MAP  costs.  An  intensive  effort  is  being 
made  to  hold  down  IBP  costs  in  all  these  areas. 

In  December  1960,  the  Department  of  Defense  issued  instruc- 
tions to  the  Unified  Commands  to  review  the  MAP  in  their  respec- 
tive area  and  to  recommend  adjustments  that  would  lead  to  reduc- 
tions in  dollar  expenditures  abroad  either  through  deletion  or 
deferral  of  requirements  or  through  transfer  to  the  U.  S.  of 
sources  of  supply.   Initially,  recommendations  for  changes  were 
limited  to  adjustments  which  would  not  increase  budgetary  costs 
to  the  Department  of  Defense  by  more  than  107*.   This  differen- 
tial subsequently  was  raised  to  23%,  and  beginning  in  December 
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1963,  the  50%  differential  relating  to  military  functions  appro- 
priations procurements  was  applied  also  to  MAP  offshore  procure- 
ment.  In  addition,  policy  guidance  was  revised  in  mid-1963  to 
require  that  offshore  procurements  under  MAP  cost  sharing  agree- 
ments be  limited  essentially  to  the  fulfillment  of  prior  commit- 
ments. Under  the  policies  outlined  above,  IBP  expenditures  for 
MAP  offshore  procurement  were  reduced  from  about  $160  million 
in  FY  1963  to  less  than  $50  million  in  FY  1967,  and  all  other 
MAP  expenditures  entering  the  IBP  were  reduced  by  about  one- 
third  during  this  period. 

Military  Assistance  Program  funds  also  were  used  during 
the  FY  1961-1967  period  to  provide  the  U.  S.  contribution  to 
NATO  multilateral  efforts,  the  most  significant  of  which  is 
NATO  Infrastructure,  i.e. ,  the  joint  U.  S. -Allied  funding  of 
airfields,  communication  facilities,  firing  ranges  and  other 
facilities.  During  1966,  the  U.  S.  negotiated  a  reduction  in 
its  percentage  share  contributed  to  NATO  Infrastructure  from 
30.85%  to  25.77%. 

Stringent  control  procedures  to  restrain  MAP  IBP  costs, 
stemming  in  part  from  the  provisions  in  the  Foreign  Assistance 
Act  of  1961,  as  amended,  remain  in  effect  today.   For  example, 
in  addition  to  the  percentage  guidelines  outlined  above  with 
respect  to  offshore  procurement,  the  Assistant  Secretary  of 
Defense  (International  Security  Affairs)  must  certify  before 
foreign  procurement  can  be  undertaken  that  failure  to  procure 
outside  the  U.  S.  would  seriously  impede  the  attainment  of 
MAP  objectives. 

Military  Sales  Program 

During  the  FY  1961  -  FY  1967  period,  the  U.  S.  military 
sales  program  has  resulted  in  important  balance-of-payments 
benefits  to  the  U.  S,   In  FY  1961,  Department  of  Defense  cash 
receipts,  which  stem  in  large  part  from  military  sales,  were 
slightly  over  $300  million.   By  FY  1963,  Department  of  Defense 
cash  receipts  had  risen  to  well  above  $1  billion  and  during 
the  FY  1963-1967  period  have  averaged  close  to  $1.3  billion, 
with  vinusually  large  receipts  of  close  to  $1.6  billion  in 
FY  1967. 
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The  principal  objective  of  the  foreign  military  sales 
program,  however,  is  basically  the  same  as  that  of  the  U.  S. 
grant  aid  program,  i.e. ,  to  promote  the  defensive  strength  of 
our  allies  in  a  way  consistent  with  over-all  U.  S.  foreign 
policy  objectives.  Encompassed  within  this  over-all  objective 
are  several  specific  goals: 

1.  To  further  the  practice  of  cooperative  logistics 
and  standardization  with  our  allies  by  integrating  our  supply 
system  to  the  maximimi  extent  feasible  and  by  helping  to  limit 
proliferation  of  different  types  of  equipment. 

2.  To  reduce  the  costs,  to  both  our  allies  and  ourselves, 
of  equipping  our  collective  forces,  by  avoiding  unnecessary  and 
costly  duplicative  development  programs  and  by  realizing  the 
economies  possible  from  larger  production  runs. 

3.  To  offset,  at  least  partially,  the  unfavorable  pay- 
ments impact  of  our  deployments  abroad  in  the  interest  of  collec- 
tive defense. 

Under  the  policies  and  goals  outlined  above,  between  FY  1962 
and  FY  1967,  the  total  program  has  resulted  in  sales  of  about 
$9.8  billion.   In  addition,  outstanding  sales  commitments  as  of 
June  30,  1967,  amounted  to  approximately  $2  billion.  The  list 
of  equipment  involved  has  been  dominated  by  sophisticated  weapons 
systems:   e.g. .  F-lll's,  F-4's,  POLARIS  equipment,  HAWK  and 
PERSHING  missile  systems,  etc.   Of  the  $11.8  billion  of  sales 
and  commitments,  $8.5  billion  are  for  cash  and  $3.3  billion 
are  credit  transactions.   Of  the  latter  amount,  about  $2,1 
billion  are  being  financed  by  the  Export- Import  Bank  without 
any  Department  of  Defense  guaranty  and  about  $1.2  billion  through 
a  combination  of  Department  of  Defense  credit  sales  and  guaranty 
loans . 

About  75%  of  the  sales  and  commitments  to  date  have  gone 
to  Europe  and  Canada,  127.  went  to  the  Far  East,  primarily  Aus- 
tralia, Japan  and  New  Zealand,  with  about  13%  distributed  among 
a  substantial  number  of  other  countries  throughout  the  world. 

All  important  proposals  for  military  sales  are  reviewed 
by  the  Secretary  of  Defense,  with  appropriate  interagency 
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coordination,  and  Presidential  decision  frequently  is  required. 
Decisions  to  sell  equipment  are  based  on  a  positive  determina- 
tion that  it  is  in  the  best  over-all  U,  S,  national  interest 
to  make  the  sale. 

In  addition,  there  have  been  some  instances  where  U,  S, 
sales  have  been  associated  with  arrangements  under  which  the 
purchasing  country  gains  increased  access  to  U.  S,  military 
procurement  requirements  on  a  competitive  basis.   From  an  over- 
all standpoint,  such  arrangements  at  times  are  desirable,  even 
though  they  serve  in  part  to  increase  U.  S.  foreign  exchange 
expenditures. 

Barter  and  Excess  Currency  Programs 

The  Department  of  Defense  also  is  attempting  to  achieve 
maximum  feasible  use  of  U,  S. -owned  excess  currencies  and  barter 
arrangements  as  a  means  of  conserving  Department  of  Defense 
dollar  expenditures  entering  the  IBP,   In  terms  of  priorities, 
Department  of  Defense  uses  excess  currencies  before  barter  for 
overseas  procurements  where  a  choice  exists. 

Specific  policies  and  procedures  have  been  developed  which 
provide  for  the  use  of  U,  S. -owned  foreign  currencies  rather 
than  dollars  for  payment  of  overseas  Department  of  Defense  re- 
quirements. Where  feasible,  such  items  as  (1)  overseas  allow- 
ances, (2)  travel,  transportation,  per  diem  and  related  expenses 
of  Defense  personnel,  dependents,  employees  of  contractors,  and 
(3)  contract  procurements,  are  paid  for  in  excess  currencies. 
It  should  be  noted,  however,  that  the  bulk  of  excess  currencies 
held  by  the  U,  S.  are  currencies  of  countries  where  the  number 
of  U.  So  forces  and  the  magnitude  of  Department  of  Defense 
expenditures  are  relatively  small  (in  FY  1967  less  than  1.57. 
of  all  military  personnel  assigned  overseas  were  stationed  in 
excess  or  near-excess  currency  countries,  and  less  than  two- 
tenths  of  one  percent  were  in  excess  currency  countries) .   In 
addition,  there  are  relatively  limited  possibilities  of  using 
excess  currencies  to  meet  requirements  in  other  countries, 
based  in  part  on  the  nature  of  existing  country- to-country 
agreements  governing  use  of  the  currencies. 

With  respect  to  barter,  where  it  has  first  been  determined 
that  excess  currencies  cannot  be  used  and  a  deteiroiination  also 
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has  been  made  under  Department  of  Defense  balance -of -payments 
procurement  guidelines  that  the  requirement  must  be  met  from 
an  overseas  source,  an  effort  is  made  to  use  barter  procure- 
ment, under  procedures  developed  with  the  Department  of  Agri- 
culture . 

In  its  initial  year,  in  FY  1964,  the  Department  of  Defense 
barter  program  amounted  to  less  than  $25  million.   In  FY  1967, 
the  barter  program  amounted  to  slightly  over  $200  million  (in- 
cluding about  $15  million  AEC  barter),  or  about  an  eightfold 
increase  over  the  FY  1964  level. 

Miscellaneous  Actions 

During  the  past  several  years,  the  Department  of  Defense 
has  given  continuing  attention  to  improving  IBP  reporting  and 
management  control  procedures  in  an  effort  to  supplement  and 
enhance  the  various  specific  balance -of -payments  policies. 
Some  examples  are  as  follows: 

1.  In  FY  1964,  Department  of  Defenr>e  implemented  a 
revised  system  for  recording  and  reporting  Department  of  Defense 
expenditures  and  receipts  entering  the  IBP.   During  FY  1967 
these  reporting  procedures  were  further  refined. 

2.  The  Secretary  of  Defense  has  assigned  balance-of- 
payments  expenditure  and  receipt  targets  to  various  components 
of  the  Department  of  Defense.   These  targets,  which  reflect 
approved  actions,  provide  useful  bench  marks  from  which  to 
measure  Department  of  Defense  balance -of -payments  efforts. 

3.  As  part  of  the  actions  and  studies  undertaken  in 
April  1967,  a  Department  of  Defense-wide  review  of  IBP  procurement 
actions  and  related  accounting  is  underway.   These  reviews  serve 
to  emphasize  the  need  for  continuing  attention  by  activities  to 
current  IBP  procurement  policies  and  to  help  assure  that  IBP 
accounting  reports  accurately  identify  and  report  properly  the 
impact  of  Department  of  Defense  expenditures  entering  the  IBP. 

4.  Specific  procedures  have  been  included  in  annual  budget 
reviews  which  call  for  the  identification  of  IBP  impacts  resulting 
from  alternative  budget  decisions.   International  balance  of  payments 
implications  also  are  required  to  be  submitted  for  review  in 
connection  with  basic  budget  estimates  for  construction,  procure- 
ment and  research,  development,  test  and  evaluation  appropriations. 
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The  Outlook  for  1968 

The  Department  of  Defense  balance-of -payments  program  will 
receive  continuing  attention  during  CY  1968  in  keeping  with  the 
President's  Message  on  Balance  of  Payments  of  January  1,  1968. 
This  emphasis  will  rest  in  part  on  the  significant  number  of 
policies  and  practices  already  in  effect  which  serve  to  hold 
down  and,  where  feasible,  reduce  Department  of  Defense  expendi- 
tures entering  the  IBP.   In  addition,  the  IBP  Action  and  Project 
List,  issued  in  April  1967,  sets  out  for  examination  additional 
proposals  where  there  was  some  possibility  of  additional  IBP 
savings  and/or  the  need  for  renewed  attention.  Decisions  on 
some  of  the  proposals,  as  noted  above,  already  have  been  made. 
Other  items  on  the  project  list  still  are  under  study  and 
favorable  decisions  in  1968  on  certain  of  these  longer-term  items 
may  provide  additional  IBP  benefits  in  the  future.   In  addition. 
Department  of  Defense  is  examining  other  proposals  with  a  view 
to  reducing  further  the  IBP  costs  of  personal  spending  by  U.S. 
forces  and  their  dependents  stationed  in  foreign  countries, 
particularly  in  Western  Europe. 

In  Western  Europe  also,  it  is  anticipated  that  these  actions 
will  be  supplemented  by  the  previously  announced  planned  redeploy- 
ment of  approximately  35,000  U.S.  military  personnel  from  the 
Federal  Republic  of  Germany  during  CY  1968,  with  some  associated 
reductions  in  foreign  national  employment.  This  action,  based 
on  current  plans,  will  serve  to  reduce  Department  of  Defense 
IBP  costs  by  about  $75  million  at  an  annual  rate,  although 
substantial  IBP  savings  are  not  anticipated  until  the  first  half 
of  CY  1969.   In  SEA,  the  current  outlook  is  for  a  smaller  increase 
in  expenditures  as  compared  to  the  increases  experienced  in  1966 
and  1967. 

Overall,  with  respect  to  Department  of  Defense  IBP  expenditures, 
based  on  present  programs  and  strength  levels,  significant  new 
savings  will  be  more  difficult  to  achieve.  As  a  result  of  past 
efforts,  the  "easy"  reductions  have  long  since  been  made.   For 
example,  under  present  circumstances  the  Department  of  Defense 
already  appears  to  have  reached  the  borderline,  in  the  procure- 
ment area  in  terms  of  IBP  savings /budge  tairy  cost  tradeoffs. 

The  Department  of  Defense  also  will  continue  to  take  all  steps 
feasible  within  existing  policies  which  would  serve  to  increase 
receipts.  Nevertheless,  it  is  currently  anticipated  that  there 
will  be  a  reduction  in  Department  of  Defense  cash  receipts  in 
CY  1968  below  FY  1967  levels.   In  this  respect,  however.  Department 
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of  Defense  data  exclude  special  purchases  of  securities  by 
other  countries  and  these  purchases  are  expected  to  be  substantial 
in  FY  1968  and  CY  1968,   For  example,  as  previously  announced, 
the  Bundesbank  (FRG)  has  agreed  to  purchase  in  FY  1968  $500 
million  in  U.S.  medivun-term  securities  to  ease  the  net  IBP 
impact  of  stationing  U.S.  forces  in  Germany.   There  may  be 
other  actions  of  this  nature  which  also  represent  a  departure 
from  the  more  traditional  military  offset  approach.  Although 
these  actions  would  be  of  benefit  to  the  U.S.  balance  of  payments 
during  this  period,  they  would  not  be  reflected  in  Department 
of  Defense  receipts  data.  The  Department  of  Defense  is 
participating  with  Treasury  and  other  U.S.  Government  agencies 
in  these  efforts , 


Source:   Department  of  Defense. 
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TAB  C 

AID  Ai'JD  THE  BALAlxiCE  OF  PAYMENTS 


During  the  Marshall  Plan  and  most  of  the  1950 's,  aid 
appropriations  were  generally  spent  wherever  prices  were 
lowest.   For  the  first  few  years  after  the  war,  the  United 
States  was  the  only  major  source  for  most  of  the  goods 
needed  by  aid  recipients.   Consequently,  most  aid  dollars 
v;ere  spent  in  this  country  even  though  they  v/ere  not  tied 
to  U.S.  procurement. 

This  situation  changed  as  the  revived  European  economies 
became  increasingly  effective  competitors  for  U.S.  aid  purchases. 
By  1959  only  40%  of  our  aid  dollars  were  being  spent  on  U.S. 
goods  and  services . 

Beginning  in  1959,  in  order  to  improve  the  U.S.  balance  of 
payments  we  began  to  limit  our  policy  of  v/orldwide  procurement. 
Today,  funds  are  spent  primarily  in  the  United  States  for  goods 
and  services  procured  in  this  country.   The  only  significant 
elements  in  the  A.I.D.  program  not  specifically  tied  to  U.S. 
goods  and  services  are  salaries  and  payments  to  A.I.D.  overseas 
personnel  and  contractors  (only  part  of  which  is  spent  abroad) 
and  limited  offshore  procurement  for  A.I.D.  administrative 
purposes . 

In  FY  1968,  the  U.S.  share  of  total  A.I.D.  expenditures 
is  expected  to  reach  92%,  with  96%  of  commodity  expenditures 
being  made  in  the  United  States.   The  net  impact  of  the  A.I.D. 
program  on  the  balance  of  payments  in  FY  1968,  after  allowing  for 
repayments  of  principal  and  interest,  is  estimated  at  close  to 
zero,  as  compared  to  $934  million  in  FY  1961. 

This  change  has  been  brought  about  by  the  aggressive  steps 
which  A.I.D.  has  taken  in  recent  years  to  minimize  the  balance- 
of-payments  costs  of  its  progreims .  These  steps  fall  into  three 
general  categories-- (a)  expansion  of  A.I.D. 's  tied  procurement 
regulations;  (b)  measures  to  improve  U.S.  export  additionality , 
both  in  the  context  of  A.I.D.  programs  and  generally;  and 
(c)  use  of  local  currencies. 

Tightening  of  Tied  Procurement  Regulations 

Loan  Financing.   To  assure  that  A.I.D.  funds  are  used  for  the 
purchase  of  goods  and  services  in  the  United  States,  A.I.D. 
has  progressively  tied  all  loans  to  U.S.  procureraent . 
Exceptions  are  possible  only  if  waivers  are  approved  by 
interagency  committees  and  signed  by  the  A.I.D.  Administrator. 
There  are  no  current  exceptions . 
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Grant  Financing.   Virtually  all  grant  procurement  is  also  tied 
to  U.S.  goods  and  services  --  procurement  is  limited  to  the 
United  States  and  eight  Asian  and  African  less-developed 
countries.   These  commodities  are  paid  for  in  local  currencies. 
But  arrangements  are  made  to  purchase  in  the  United  States  a 
dollar-equivalent  amount  of  U.S.  goods  under  Special  Letters 
of  Credit.   These  arrangements  are  used  almost  exclusively 
for  security-related  foreign  procurement  for  Vietneim  and  are 
estimated  at  about  $70  million  in  FY  1967. 

Local  Cost  Financing.   In  some  instances,  A.I.D.  pays  part 
of  the  local  costs  of  A.I .D. -financed  projects.   In  countries 
where  the  United  States  does  not  already  have  available  local 
currency  in  excess  of  U.S.  requirements,  dollars  must  be  used 
to  obtain  the  local  currency  to  cover  any  project  costs  which 
A.I.D.  may  finance.   Since  1963,  A.I.D.  has  moved  progressively 
to  tie  these  dollars  to  U.S.  procurement  by  using  Special 
Letters  of  Credit  good  only  in  payment  of  goods  and  services 
originating  in  the  United  States . 

There  are  only  three  elements  of  the  A.I.D.  program,  then, 
which  still  have  a  significant  im.pact  on  our  balance  of 
payments : 

1.  Salaries  and  other  payments  to  A.I.D.  overseas  direct- 
hire  personnel  and  contractors .   A.I.D.  direct-hire 
personnel  and  contractors  working  overseas  have  to 
spend  money  for  living  expenses  and  other  local  costs. 
Their  salaries  and  payments  cannot,  of  course,  be 
tied  to  U.S.  procurement,  but  only  part  of  these 
funds  is  spent  abroad.   The  estimate  for  the  FY  19  6  8 
program  is  about  $99  million.   Little  can  be  done 

to  reduce  this  araount  materially,  although  A.I.D.  is 
continuing  efforts  to  increase  the  use  of  local 
currencies  v;here  they  are  available. 

2.  Minimum,  foreign  procurement  for  A.I.D.  administrative 
expenses .   A  very  small  axaount  of  A.I.D.  funds  ($7 
million  of  FY  19  6  8  funds)  is  used  to  make  local 
purchases  of  items  necessary  for  administration  of  tlie 
program  which  cannot  be  imported  from  the  United  States. 
Here  again,  available  local  currencies  are  used 
whenever  possible. 

3.  Cash  grants .   These  are  still  being  made  in  situations 
where  it  has  been  difficult  to  substitute  U.  S.  goods 
and  services.   The  item,  has  been  reduced  drastically 

in  recent  years  until  it  includes  only  the  multilateral 
Foreign  Exchange  Operations  Fund  in  Laos  (about  $13 
million)  and  parts  of  some  grants  to  overseas  educational 
institutions . 
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A.I.D.'s  Expenditures  as  Measured  by  the  "Accounting"  Method. 
One  v/ay  to  measure  the  irapact  of  A.I.D.'s  expenditures  on  the 
balance  of  payments --the  way  used  by  the  Department  of  Commerce 
in  preparing  its  balance-of-payments  figures  and  which  might 
be  called  the  "Accounting"  approach-"is  to  look  at  the  direct 
result  of  A.I.D.  spending.   To  what  extent  are  aid  dollars 
spent  directly  in  this  country,  and  to  what  extent  are  they 
spent  abroad  or  paid  to  an  international  organization?   To 
what  extent  are  offshore  expenditures  offset  by  repayments 
to  the  United  States  of  principal  and  interest  on  prior-year 
loans? 

In  FY  1953  A.I.D.'s  offshore  expenditures  totaled  $799 
million,  including  all  contributions  to  the  UN  and  other 
international  organizations  and  before  making  an  allov;ance 
for  offsetting  expenditures  by  these  organizations  in  the 
United  States.   In  that  year  the  Agency  made  a  commitment 
as  part  of  the  U.  S.  balance-of-payments  program  to  reduce 
its  offshore  expenditures  to  not  more  than  $500  million  by 
FY  1965.   That  goal  was  reached.   In  FY  19  6  5  they  were  about 
$411  million.   Despite  the  greatly  expanded  Vietnara  program, 
offshore  expenditures  were  held  to  $503  million  in  FY  1966. 
As  a  result  of  A.I.D.'s  further  tightening  of  tied  procurement 
regulations,  there  v/as  a  further  reduction  in  offshore  expendi- 
tures of  $100  million  between  FY  1966  and  FY  1967.   It  also 
became  apparent  that  A.I.D.  and  the  State  Department's  contri- 
butions to  international  organizations  should  not  be  treated 
as  "offshore"  expenditures  since  they  were  more  than  offset  by 
the  spending  of  these  same  organizations  in  the  U.S.  1/ 

The  currently  estimated  offshore  expenditures  in  FY  1967, 
therefore,  are  $290  million,  after  allowing  for  international 
organization  offsets  up  to  the  amount  of  the  U.  S.  contribution, 
The  projected  figure  for  FY  1968  is  $201  million.  2/ 


\/     The  classic  example  was  that  of  the  Indus  Basin  Development 
Fund.   The  U.  S.  was  contributing  44%  of  the  foreign  exchange 
needed  by  the  IBRD  to  finance  the  construction  of  the  Indus 
Basin  projects.   The  entire  amount  of  the  U.S.  contribution, 
under  the  old  procedures,  was  being  counted  as  a  drain  on 
the  U.S.  balance  of  payments,  even  though  54%  of  the  foreign 
exchange  costs  of  the  contracts  under  the  Indus  Basin  Fund 
had  been  let  to  U.S.  firms  for  construction  or  consultant 
activities . 

TJ      If  international  organization  contributions  were  still  treated 
as  100%  offshore  disbursements,  these  last  two  figures  would 
have  been  $403  million  for  FY  1967  and  $325  million  for 
FY  1968. 
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These  offshore  figures  are  on  a  gross  basis.   They  do  not 
take  into  account  the  fact  that  each  year  the  United  States 
receives  payments  on  loans  made  by  A.I.D.  and  its  predecessors. 
Such  payraents  totaled  $173  rrdllion  in  FY  1965  and  $lvS4  million 
in  FY  1966,  and  are  estin>ated  at  $208  million  and  $215  million, 
respectively,  in  FY  1967  and  FY  196  8. 

In  percentage  terns,  total  A.I.D.  expenditures  for  goods 
and  services  in  the  United  States  rose  fron  41%  in  FY  1961  to 
about  80%  in  FY  1966.   For  FY  1967  this  percentage  was  about 
84%  and  for  FY  196S  is  expected  to  reach  92%. 

Calculated  on  the  basis  of  expenditures  which  will  result 
from  current  corrjaitnents ,  rather  than  on  the  basis  of  current 
expenditures  (made  in  part  as  a  result  of  prior-year  comriitments)  , 
total  A.I.D.  funds  recorded  as  spent  in  the  United  States  have 
risen  to  over  90%,  a  level  which  cannot  be  increased 
signif icantly . 

The  dramatic  rise  in  the  proportion  of  recorded  A.I.D. 
expenditures  in  the  United  States  is  even  mere  apparent  v/hen 
expenditures  for  conuaodities  alone  arc  examined.   A.I.D. 
expenditures  for  corjnodities  purchased  domestically  rose  from 
44%  in  FY  19  61  to  about  9  0%  in  FY  19  66.   A.I.D.  coj-jnodity 
expenditures  currently  being  riiade  in  the  United  States  are 
now  above  90%  and  are  expected  to  rise  to  about  9  6%  in  FY  19  6  8 
as  tigiitened  A.I.D.  procurement  measures  take  effect  and 
remaining  expenditures  from  prior-year  cor.mitments  are  licuidated. 

This  improvement  in  aid-tying  has  not,  of  course,  been 
achieved  v/ithout  cost.   Individual  corrjiodities  financed  by 
A.I.D.  and,  therefore,  produced  in  the  United  States,  may  cost 
an  aid  recipient  more--including  higher  transportation 
costs--than  if  they  v/ere  bought  elsewhere  at  world  market  prices. 

Ensuring  Additionality  of  U.S.  Expox'ts 

The  true  economic  effect  on  the  balance  of  payments  of 
the  A.I.D.  program  (or  of  any  other  program  involving  overseas 
expenditures)  cannot  be  determined  as  simply  as  the  "accounting" 
method  suggests.   There  are  indirect  effects  not  revealed  by 
the  direct  accounts . 

Hany  dollars  contributed  under  the  A.I.D.  program  to 
multilateral  agencies,  for  example,  come  back  through  regular 
coirjiiercial  channels  for  purchases  of  U.S.  goods.   Also,  dollars 
which  go  out  and  enter  the  economy  of  a  less-develcoed  country 
may  later  be  used  by  that  country  to  buy  needed  goods  in  the 
U.S.  market.   Or,  they  may  go  through  trade  channels  to  a  third 
country  which  will  use  them  to  purchase  goods  here. 
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These  are  examples  of  the  so-called  "feedback"  or  "re-flow" 
which  coraes  from  overseas  spending.   They  demonstrate  that  the 
"accounting"  method  overstates  the  effect  of  aid  outflows  on 
the  U.S.  balance  of  payments,  because  the  outflows  are  to  a 
considerable  extent  soon  reflected  in  increased  U.S.  export 
sales . 

But  there  is  another  indirect  effect  in  the  opposite 
direction.   IJhen  an  aid  recipient  buys  U.S.  goods  financed  by 
A.I.D.  under  a  tying  arrangement,  it  may  be  buying  goods  that  it 
would  otherwise  have  bought  with  dollars  it  already  owns.   The 
latter  dollars--free  foreign  exchange--can  then  be  used  for 
other  purchases  either  in  the  United  States  or  elsewhere.   v;hen 
purchases  are  made  elsewhere,  the  U.S.  balance  of  payments  m.ay 
be  adversely  affected,  although  (because  of  the  respending 
effect)  not  necessarily  by  the  full  airiount  of  third-country 
purchases . 

This  is  the  so-called  "substitution"  effect,  meaning  that 
A.I .D. -financed  purchases  are  sometimes  substituted  for 
purchases  that  would  otherwise  have  been  made  with  "free  dollars." 
To  the  extent  that  this  takes  place,  the  "accounting"  method 
understates  the  adverse  effect  of  the  A.I.D.  program  on  the 
balance  of  payments . 

Simply  tying  procurement  to  U.  S.  sources  may  not,  therefore, 
be  fully  effective  in  reducing  the  im.pact  of  the  A.I.D.  program 
on  the  balance  of  payments .   Having  already  gone  about  as  far 
as  possible  in  tying  procurement  to  U.S.  goods  and  services, 
A.I.D.  has  undertaken  a  wide  variety  of  measures  to  ensure  that 
A.I .0. -financed  exports  will  be  additional  to,  rather  than  a 
substitute  for,  exports  that  would  have  occurred  without  A.I.D. 
financing.   A.I.D.  has  included  U.S.  export  promotion  as  an 
important  factor  in  selecting  capital  projects  and  comiriodities 
for  A.I.D.  financing  and  has  stressed  in  other  v;ays  the  urgent 
necessity  of  minimizing  the  impact  of  A.I.D.  program>s  on  the 
U.  S.  balance  of  payments.   Moreover,  U.  S.  Embassy  comniercial 
staffs  in  the  more  important  aid-recipient  countries  have  been 
or  are  being  strengthened. 

Project  and  Commodity  Selection  Criteria.   A.I.D.  is  paying 
increasingly  close  attention  to  balance-of-payments  considerations 
in  selecting  projects  and  commodities  which  it  will  or  will  not 
finance : 

--  A.I.D.  is  placing  greater  emphasis  on  projects  and 
products  which  will  ensure  not  only  imjnediate  U.S. 
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exports  but  also  "follow  on"  orders  for  such  iterr'.s 
as  spare  parts  or  specialized  intermediate  materials. 

—  A.I.D.  also  has  limitations  on  financing  projects 
which  will  compete  v;ith  U,  S.  exports. 

--  Another  device  A.I.D.  uses  is  to  refuse  to  finance 
items,  such  as  spare  parts  or  goods  in  which  the 
United  States  is  strongly  competitive,  v;hich  a 
recipient  will  buy  from  the  United  States  in  any 
event  since  they  are  available  at  reasonable  cost 
only  in  this  country. 

—  Still  another  method  is  to  limit  the  list  of  goods 
eligible  for  A.I.D.  financing  to  those  in  which  the 
United  States  does  not  have  a  price  advantage. 

Other  Measures  to  Increase  Additionality .   It  has  also  been 
possible  in  a  number  of  cases  for  host  governm.ents  to  make 
A.I  .D. -financed  loans  less  costly  or  otherv/ise  more  attractive 
to  im.porters  through  surcharge  reductions  or  elimination;  waiver 
of  prior  import  deposits;  or  favorable  terms  for  bank  credit. 
Other  more  established  A.I.D.  procedures  include  general 
ineligibility  of  corrdiiodities  of  which  the  United  States  is  a  net 
importer  (e.g.  POL)  for  A.I.D.  dollar  financing  and  tightened 
provisions  covering  the  application  of  50/50  shipping  regulations, 
commodity  import  component  value  rules,  and  rules  concerning 
contractor  services . 

In  addition,  A.I.D.  liissions  are  taking  a  number  of  steps 
to  make  sure  that  information  about  U.  S.  exports  is  made 
available,  for  example: 

--  officials  responsible  for  public  and  private 

procurem.ent  are  being  brought  to  the  United  States 
to  meet  U.  S.  suppliers; 

--  an  7^Lf ro-Araerican  Purchasing  Center  has  been  set  up 
in  Nev/  York  and  special  arrangements  made  V7ith  the 
National  Institute  of  Governmental  Purchasing  to 
improve  knowledge  and  availability  of  U.  S.  supplies; 
and 

—  the  availability  of  unused  Special  Letter  of  Credit 
dollars  in  certain  African  countries  is  being 
publicized  in  International  Comm.Grce. 

General  Measures  to  Increase  U.  S.  Lxports .   Finally,  in 
aadition  to  these  and  other  measures  taken  by  Z^.I.D.  to  reduce 
the  imipact  of  its  own  program  on  the  balance  of  payments , 
discussions  have  been  held  witli  aid  recipients  about  the 
difficulties  of  maintaining  current  assistance  levels  in  the 
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face  of  the  U.  S.  payments  deficit  and  about  ways,  in  light  of 
the  deficit,  in  v/hich  U.  S.  coRiniercial  exports,  not  financed 
through  the  A.I.U.  progrciri,  may  be  increased.   In  several 
instances  A.I.D.  has  obtained  agreement  from  aid  recipients  on 
measures,  such  as  liberalization  of  exchange  or  trade  restrictions, 
designed  to  increase  tiieir  i:i'.ports  from  the    United  States  . 

Not  only  can  this  approach  serve  to  offset  any  adverse 
effect  that  the  A.I.D.  program  in  a  particular  country  may 
have  on  the  U.  S.  balance  of  payments,  but  it  can  in  some  cases 
result  in  a  positive  balance-of-payments  effect  flov/ing  frorri 
the  existence  of  the  A.I.D.  prograra  in  that  country. 

Research.   A.I.D.  is  also  continuing  research  into  the  indirect 
effects  of  the  program  on  the  balance  of  payments--thG  effects 
v;hich  the  "accounting"  method  does  not  m.easure.   VJith  the  results 
of  this  research  not  yet  available,  it  reriains  difficult  to 
estimate  the  size  of  the  feedback,  substitution  and  other  effects 
of  aid  spending.   Only  indirect  evidence  is  available.   r:ith 
respect  to  the  question  of  ho\/  much  substitution  occurs,  for 
examiple,  an  analysis  of  U.  S.  trade  figures  does  not  indicate 
that  a  drop-off  in  conmiercial  trade  occurs  v.'hen  there  is  an 
increase  in  aid.   On  the  contrary,  there  is  evidence  that 
conariercial  trade  with  less-developed  countries  is  increasing 
even  v/aere  aid  may  in  some  cases  be  increasing. 

The  less-developed  countries  do  net,  as  a  rule,  increase 
their  foreign  exchange  reserves,  although  some  of  the  developed 
countries  do.   h'evcrtheless ,  looking  at  the  v/orld  as  one  large 
trading  community  v;ith  an  infinite  nuriber  of  rounds  of  respcndinc 
or  feedbacks,  there  can  be  little  doubt  that  the  great  majority 
of  the  dollars  spent  abroad  under  the  A.I.D.  program  ultii.;atelY 
come  back  to  the  United  States . 

Clearly,  more  work  needs  to  be  done  on  this  score. 
Meanv.'hile ,  it  seem^s  fair  to  conclude  that  the  indirect  econordc 
effects  of  the  A.I.D.  program,  on  the  balance  of  paym.ents  roughly 
cancel  out.   Even  allowing  for  som.e  variation  from:  tim.e  to  time, 
the  true  effect  of  the  program  on  the  balance  of  payments  v.'ould 
probably  not  differ  very  ruuch  from  the  figures  shown  by  the 
"accounting"  estimates  referred  to  earlier. 

Use  of  Local  Currencies 

Increasing  stress  has  been  laid  on  using  local  currencies 
derived  from,  tlie  sale  of  commodity  imiports--including  P.L.  4  80 
imports — in  place  of  dollars.   In  all  countries  where  a  supply 
of  local  currencies  is  available,  these  are  used  for  any  U.  S.- 
financed  local  costs  of  dollar-assisted  projects,  local  salaries, 
housing  allowances  and  the  like.   In  the  so-called  excess 
currency  countries--v7here  U.  S.  holdings  of  local  currency 
greatly  exceed  U.  S.  needs — local  currency  is  used  instead  of 
dollars  not  only  for  local  procurement,  pay  and  allowances,  but 
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also  for  such  items  as  international  air  travel  of  /iiuerican 
technicians  and  foreign  participants ,  meetincj  international 
commitments  to  the  Palestine  Refugee  Program  and  the  Indus  Basin 
Development  Fund,  and  the  support  of  American-sponsored  schools 
and  hospitals  abroad. 


Source:   Agency  for  International  Development. 
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Interest  Equalization  Tax  (lET)  and  Voluntary  Programs 

The  Interest  Equalization  Tax  was  proposed  in  July  1963, 
at  a  time  when  the  U.S.  balance  of  payments  was  continuing 
to  shov/  substantial  deficits  and  the  dollar  was  under 
pressure  in  foreign  exchange  markets.   A  rapid  acceleration 
in  the  outflow  of  private  portfolio  capital  from,  the  United 
States  was  occurring,  with  U.S.  purchases  of  new  foreign 
security  issues  rising  from  just  over  half  a  billion 
dollars  per  year  in  1960  and  1961,  to  $1.1  billion  in  1962 
and  an  annual  rate  of  alm.ost  $2  billion  in  the  first  half 
of  1963. 

The  major  motivation  for  the  increased  borrowing  by 
other  industrialized  countries  in  the  U.S.  capital  m>arket 
was  the  higher  level  of  interest  rates  prevailing  in  these 
countries  rather  than  a  need  on  the  part  of  the  foreign 
borrowers  for  foreign  exchange.  The  purpose  of  the  IFT  was 
to  compensate  for  this  interest  rate  differential  by  in- 
creasing by  the  equivalent  of  1%  per  vear  the  cost  to 
borrowers  from  other  industrialized  countries  of  raising 
long-term  capital  in  the  U.S.  market. 

The  tax,  which  became  effective  on  July  19,  1963, 
(August  17,  1963,  for  listed  securities)  was  originally 
imposed  on  U.S.  purchases  from  foreigners  of  foreign 
stocks  or  foreign  debt  obligations  with  maturities  of 
3  years  or  more.   The  tax  v/as  applied  to  outstanding 
issues  as  well  as  to  new  issues .   The  principal  exemptions 
from  the  tax  included  direct  investment  abroad,  export 
credits,  investments  in  less-developed  countries,  and 
in  the  new  issues  of  another  industrialized  country,  if 
the  President  makes  a  determination  that  application  of 
the  tax  would  have  such  consequences  for  the  foreign 
country  as  to  threaten  the  stability  of  the  international 
monetary  system.   Discretion  was  given  the  President  to 
apply  the  tax  to  bank  loans,  including  those  with  a 
maturity  of  one  year  or  more,  and  this  authority 
was  exercised  on  February  10,  1965. 

The  original  law  which  was  due  to  expire  on 
December  31,  1965,  was  extended  until  July  31,  1967, 
and  foreign  debt  obligations  subject  to  the  tax  were 
defined  to  include  those  with  a  period  remaining  to 
maturity  of  1  year  or  more. 
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The  lET  was  not  designed  to  halt  completely  the 
outflow  of  private  portfolio  capital  frora  the  U.S.  to 
the  countries  concerned,  but  rather  to  restrain  the  rate 
of  outflow  to  a  more  normal  level  and  thus  relieve  the 
pressure  on  the  U.S.  balance-of -payments  position. 

After  the  adoption  of  the  lET  new  foreign  security 
issues  subject  to  the  tax  have  virtually  ceased.   U.S. 
transactions  with  foreigners  in  outstanding  foreign 
stocks  and  bonds,  which  had  regularly  resulted  in 
substantial  net  U.S.  purchases  for  years  prior 
to  the  lET,  shifted  to  net  sales  from  the  middle 
of  1963  through  1966.   For  the  first  three  quarters  of 
1967,  there  was  a  resumption  of  net  purchases  but  on  a 
very  limited  scale.   Long-term  coirin-.erical  bank  loan 
commitments  to  foreigners  in  countries  subject  to  the 
Ij:.T  have  fallen  to  a  small  fraction  of  the  pre-tax 
level,  as  compared  with  only  a  moderate  reduction  in 
comjiiitments  to  countries  not  covered  by  the  tax. 

On  July  31,  1967,  the  tax  was  extended  to  July  31, 
1969,  and  discretion  was  given  the  President  to  alter 
the  rate  of  tax  from  zero  to  a  level  approximating  an 
annual  interest  burden  of  1.5%.   The  rate  currently 
established  by  the  President  is  the  equivalent  of  a 
1.25%  interest  rate.   Stricter  procedures  for  determining 
prior  American  ownership  in  the  case  of  transactions  in 
foreign  securities  among  Americans  were  also  established 
in  order  to  prevent  evasion  of  the  tax  through  false 
representations  as  to  American  ownership. 

Commerce  Department  Program 

The  Voluntary  Cooperation  Program  for  business  firms 
was  announced  by  the  President  on  February  10,  1965,  in  a 
special  message  to  Congress.   On  riarch  12,  1965,  the 
Secretary  of  Commerce  wrote  to  the  officers  of  six  hundred 
corporations  inviting  them  to  participate  in  the  program  and 
to  report  regularly  on  their  balance-of-payments  transactions 
Companies  were  asked  to  increase  their  over-all  balance-of- 
payments  contributions  by 

--  establishing  a  special  balance-of-payraents 
ledger  for  19  6  4  and  to  estimate  the  amount 
of  improvement  believed  possible  for  1965, 

—  increasing  their  efforts  to  expand  exports. 
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--  returning  more  foreign  earnings  to  the  U.S., 

--  repatriating  short-term  funds  which  v.'cre  held 
abroad  merely  to  earn  a  small  but  differentially 
higher  rate  of  interest, 

--  delaying  or  postponing  direct  investment  expen- 
ditures in  developed  countries  v/hen  such 
investments  are  of  marginal  importance,*  and 

--  making  greater  use  of  funds  obtained  abroad  in 

order  to  reduce  the  amount  of  U.S.  capital  outflow 
into  direct  investment  abroad. 

In  addition,  since  the  beginning  of  1966,  each  company 
has  been  requested  specifically  to  hold  its  direct  invest- 
ment capital  transactions  (including  reinvested  earnings) 
with  developed  countries  below  an  established,  quantitative 
target  level.   The  object  of  the  target  was  not  to  reduce 
productive  investments  in  plant  and  ec:uipn'ent  abroad  but 
rather  to  lessen  reliance  on  capital  outflows  from  the  U.S. 
and  the  reinvestment  of  earnings  to  finance  those  investments 
Companies  were  urged  to  cancel  or  postpone  direct  investm.cnts 
abroad  only  when  their  projects  are  of  marginal  importance 
and  do  not  soon  result  in  higher  exports  or  larger 
investment  incomes . 

Between  1964  and  1966,  the  708  corrpanies  currently 
participating  in  the  voluntary  program  increased  their 
over-all  contributions  to  the  U.S.  balance  of  payments,  as 
defined  under  the  overall  improvement  goal,  from  $15.1  to 
$18.6  billion,  or  by  nearly  23  percent.   Jlid-year  revised 
projections  for  1967  indicated  an  over-all  improvement  this 
year  of  $2.4  billion  over  the  1966  level,  compared  with  the 
goal  of  $2.0  billion  originally  set  for  the  year.   Most  of 
the  significant  growth  expected  in  1967  can  be  attributed 
to  continuing  improvement  in  exports  and  net  direct  invest- 
ment transactions . 


U.S.  airect  investment  abroad  which  had  been  well 
under  $1  billion  a  year  prior  to  1956  was  close  to 
$3.5  billion  in  1965  (see  Table  2).   Remitted  earnings 
plus  receipts  of  fees  and  royalties  rose  considerably 
less  rapidly. 
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In  1966,  participating  companies,  as  a  group,  were 
well  under  the  specific  direct  investir.ent  target.   They 
also  expected  to  remain  considerably  below  the  tighter 
1957  target. 

American  plant  and  equipment  expenditures  in 
Europe  and  Canada,  which  account  for  the  bulk  of  U.S. 
direct  investment  transactions  with  developed  countries, 
increased  by  over  71  percent  from  1964  to  1967.   During 
the  same  period,  U.S.  direct  investment  outflows  to 
developed  countries,  adjusted  for  the  use  of  funds  bor- 
rowed abroad,  declined  by  2  8  percent.   Tne  large  expansion 
in  plant  and  equipment  expenditures  despite  smaller 
adjusted  capital  outflows  reflects  the  growing  use  of 
funds  borrowed  abroad  as  an  alternative  to  capital  out- 
flows and  reinvested  earnings  for  financing  foreign 
investment.   Borrowing  abroad  by  U.S.  companies  and  their 
foreign  affiliates  has  increased  five-fold  since  1964. 
A  total  of  $3.2  billion  was  borrowed  overseas  from  1964 
to  1966,  and  an  additional  $1.5  billion  is  expected  in 
1967. 

Federal  Reserve  Program 

The  Voluntary  Foreign  Credit  Restraint  Program  for 
banks  and  other  financial  institutions  also  originated 
with  the  President's  Balance  of  Payments  Message  of 
February  10,  1965.   It  was  designed  to  restrain  the 
increase  of  foreign  loans  and  investments  by  financial 
institutions  which,  in  the  case  of  banks,  had  reached 
a  very  high  level  in  1964  and  had  continued  to  accelerate 
during  the  early  part  of  1965  (see  Table  3). 

As  in  the  case  of  business  firms  under  the  Commerce 
Department  program,  banks  and  other  financial  institutions 
under  the  Federal  Reserve  program  were  asked  to  observe 
target  ceilings.   The  target  for  1965  was  for  banks  to 
keep  their  outstanding  foreign  credits  and  investments 
within  105  percent  of  the  amount  outstanding  on  December  31, 
1964.   Within  the  over-all  ceiling,  absolute  priority  was 
to  be  given  to  bona  fide  export  credits  to  foreign  borrowers 
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Ainong  nonexpert  credits,  priority  was  to  be  given  to 
credits  to  less-developed  countries;  and  insofar  as 
reductions  in  other  credits  become  necessary,  they  were 
to  be  made  in  nonexpert  credits  to  developed  countries 
other  than  those  largely  dependent  on  U.S.  financing, 
such  as  Canada  and  Japan,  or  those  involved  in  balance- 
of -payments  difficulties,  like  the  United  Kingdom. 

For  1966  and,  again,  for  1967  the  ceiling  was  set 
at  109  percent  of  the  amount  outstanding  on  December  31, 
1964;  and  quarterly  limits  on  the  rate  of  expansion 
within  the  target  ceilings  were  suggested. 

Nonbank  financial  institutions  were  asked  to  reduce 
their  holdings  of  liquid  funds  abroad  to  the  year-end 
total  of  1963  or  1964,  whichever  was  lower,  in  an 
orderly  manner.   Other  foreign  assets  with  original 
maturities  of  10  years  or  less,  and  loans  and  advances 
to  their  foreign  branches  and  subsidiaries,  were  to  be 
held  within  105  percent  of  the  amount  outstanding  at 
the  end  of  1964.   Long-term  credits  (exceeding  10  years) 
to  other  developed  countries  were  not  subjected  to  an 
aggregate  target  but  it  was  expected  that  increases  in 
the  amounts  of  such  credits  outstanding  would  normally 
be  avoided,  except  in  the  cases  of  Canada,  Japan,  and  the 
United  Kingdom.   The  nonbank  financial  institutions  were 
requested  to  observe  the  same  schedule  of  credit 
priorities  as  the  banks.   Remittance  of  earnings  from 
abroad  to  the  fullest  extent  possible  was  urged. 

Both  banks,  as  a  group,  and  nonbank  fiancial  insti- 
tutions, as  a  group,  have  remained  within  the  suggested 
ceilings.   As  of  September  30,  1967,  the  banks  were  under 
their  end-of-1967  ceilings  by  $783  million.   As  of  June  30, 
1967,  the  nonbank  financial  institutions  were  below  their 
end-of-1967  ceilings  by  $57  million. 
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Table  1 


New  Issues  of  Foreign  Securities  Purchased 

by"u'.  S".  ResTden'ts,  by  Area,  1962-1966 

($  millionsl 


1962 


1963 


1964 


1965 


1966 


TOTAL  NEW_ jSSUES 

lET  Countries : 
West  Europe 
Japan 
Other!/ 

Subtotal 
Of  which: 
(i)  Subject  to  lET 

(ii)  Exempt  from 

lET: 
Reason: 

a)  Commitments  made 
prior  to  7-18-63 

b)  U.S.  export- 
related 

c)  Japanese  exemp- 
tion 

d)  Other 

Other  Coun tries : 
Canada         . 
Latin  ^^merica-' 
Other  countries 
International 
institutions 

Subtotal 


195 

101 

60 

356 


First 
Half* 


1,076    999 


219 

107 
17 

343 


Second 
Half* 

251 


53 
57 


1,063   1,206   1,210 


1967 
First 
Half* 

758 


20 


80 
52 


15 
4 


110 


110 


20 


20 


132 


80 


52 


19 
9 

10 


(110) 

(  — ) 

(  — ) 

(  — ) 

(  — ) 

(  — ) 

(9) 

(  — ) 

(  — ) 

(  — ) 

(  — ) 
(  — ) 

(— ) 
(11) 

3/ 

(52) 
(  — ) 

(-)(--) 
(10)i/{  — ) 

457 

102 

77 

608 
13 
35 

85 
23 
33 

700 
208 
131 

709 

37 

149 

922  V 

69 
120 

497 
58 
98 

84 

— 

— 

4 

179 

80 

104 

720 

656 

141 

1,043 

1, 

,074 

1,191 

757 

1/ 

y 
y 

i/ 
5/ 


Not  seasonally  adjusted. 

Australia,  New  Zealand,  South  Africa. 

Includes  Latin  American  Development  Bank  issue  of  $145  million  in  1964. 

Issue  had  maturity  less  than  three  years,  which  was  lowest  maturity 

to  which  tax  had  applied  prior  to  February  11,  196  5. 

Issue  by  United  Kingdom  subsidiary  of  Canadian  firm. 

Before  deducting  $162  million  of  Canadian  Government  purchases  from 

U.S.  residents  of  outstanding  Canadian  and  other  foreign  securities 

in  accordance  with  Canada's  agreement  not  to  let  its  foreian  exchange 

reserves  rise  as  a  result  of  borro^^7inq  in  the  U.S. 
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Table   3 


Change  in  U.   S.   Banking  Claims   on  Foreigners 
(including  claims  held  for  custotners) 


($  mil] 

Lion) 

Total 

Long-Term 

Short-Term 

-289 

-177 

-112 

-89 

-14 

-75 

-123 

-36 

-87 

261 

115 

146 

-590 

-102 

-488 

-388 

-226 

-162 

-552 

-166 

-386 

-605 

-349 

-256 

-503 

-152 

-351 

-238 

-181 

-57 

-1,148 

-153 

-995 

-1,261 

-136 

-1,125 

-451 

-127 

-324 

-1,535 

-754 

-781 

-2,464 

-941 

-1,523 

93 

-232 

325 

253 

337 

-84 

1950 
1951 
1952 
1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 
1961 
1962 
1963 
1964 
1965 
1966 

1967*  -557  206  -763 


*First  three  quarters  only,  seasonally  adjusted. 


Source:  Commerce  Department  Press  Release,  November  16, 

1967,  and  Survey  of  Current  Business,  June,  1967, 

U.    S.   GOVERNMENT   PRINTING   OFFICE  :  1968  O  -  287-837 
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